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RETIREE  HEALTH  BENEFITS,  INCLUDING  PRO- 
POSALS TO  EXTEND  MEDICARE  TO  COVER 
EARLY  RETIREES  AT  AGE  60 


TUESDAY,  NOVEMBER  5,  1991 

House  of  Representatives, 
Committee  on  Ways  and  Means, 

Subcommittee  on  Health, 

Washington,  D.C. 
The  subcommittee  met,  pursuant  to  notice,  at  1:05  p.m.,  in  room 
1100,  Longworth  House  Office  Building,  Hon.  Fortney  Pete  Stark 
(chairman  of  the  subcommittee)  presiding. 
[The  press  release  announcing  the  hearing  follows:] 


(l) 


2 


FOR  IMMEDIATE  RELEASE 
MONDAY/   OCTOBER  21,  1991 


PRES8  RELEASE  #22 
SUBCOMMITTEE  ON  HEALTH 
COMMITTEE  ON  WAYS  AND  MEANS 
U.S.  HOUSE  OP  REPRESENTATIVES 
1102  L0N6W0RTH  HOUSE  OFFICE  B 
WASHINGTON/   D.C.  20515 
TELEPHONE:      (202)  225-7785 


BLD6. 


THE  HONORABLE  PETE  STARK   (D. ,   CALIF.),  CHAIRMAN/ 
SUBCOMMITTEE  ON  HEALTH,  COMMITTEE  ON  WAYS  AND  MEANS, 
U.S.  HOUSE  OF  REPRESENTATIVES,  ANNOUNCES  A 
HEARING  ON  RETIREE  HEALTH  BENEFITS,   INCLUDING  PROPOSALS  TO 
EXTEND  MEDICARE  TO  COVER  EARLY  RETIREES  AT  AGE  60 


The  Honorable  Pete  Stark  (D.,  Calif.),  Chairman, 
Subcommittee  on  Health,  Committee  on  Ways  and  Means,  U.S.  House 
of  Representatives,  today  announced  that  the  Subcommittee  will 
hold  a  hearing  on  retiree  health  benefits,  including  proposals  to 
expand  Medicare  to  cover  early  retirees.     The  hearing  will  be 
held  on  Tuesday,  November  5,  1991,  at  1:00  p.m.,  in  the  main 
Committee  hearing  room,  1100  Longworth  House  Office  Building. 

In  announcing  the  hearing  Chairman  Stark  said,  "This  hearing 
will  examine  the  impact  of  the  new  FASB  requirements  on  corporate 
liability  and  retiree  health  benefits.     It  will  also  explore  the 
impact  of  proposals  to  lower  the  Medicare  eligibility  age  on 
projected  unfunded  liability." 

Oral  testimony  will  be  heard  from  invited  witnesses  only. 
However,  any  individual  or  organization  may  submit  a  written 
statement  for  consideration  by  the  Subcommittee  and  for  inclusion 
in  the  printed  record  of  the  hearing. 


BACKGROUND 

Retiree  health  benefits  have  become  a  major  concern  for 
employers,  employees  and  retirees  in  recent  years.     In  1988, 
companies  in  the  U.S.  paid  $9  billion  for  health  care  for 
7  million  retirees  and  dependents.    According  to  the  U.S.  General 
Accounting  Office,  in  1988  employers  accumulated  obligations  of 
$227  billion  for  retiree  health  benefits  for  current  and  retired 
employees. 

The  Financial  Accounting  Standards  Board  (FASB)  revised  its 
accounting  rules  in  December  1990  to  require  companies  to 
disclose  health  liabilities  for  post-retirement  benefits  for 
fiscal  years  beginning  December  15,   1992.     New  accounting  rules 
issued  by  FASB  require  employers  to  recognize  accumulated  post- 
retirement  benefit  obligations  on  the  company's  balance  sheet. 
Some  have  suggested  that  the  FASB  disclosure  rules  will  have  a 
significant  impact  on  corporate  profits  and  stock  market  prices. 

Retiree  health  benefits  have  become  a  prominent  issue  in 
labor/management  negotiations  in  recent  years.     From  organized 
labor's  perspective,  the  implementation  of  the  new  FASB  rules  may 
erode  health  benefits  for  current  and  future  retirees.  Employers 
are  pursuing  strategies  to  modify  obligations  in  order  to  limit 
their  financial  liability.     Some  have  cut  benefits  for  current 
retirees.     Increasingly,  employers  are  limiting  their  liability, 
forcing  employees  and  retirees  to  pay  a  greater  share  of  health 
benefits. 
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Several  bills,  including  H.R.  3205,  the  "Health  Care 
Coverage  and  Cost  Containment  Act  of  1991,"  and  H.R.   1444,  the 
"Medicare  Eligibility  and  Expansion  Act  of  1991,"  would  expand 
Medicare  eligibility  to  cover  early  retirees.     Such  proposals 
could  substantially  reduce  corporate  liability  for  retiree  health 
benefits.     At  the  same  time,  the  bills  would  assure  basic  health 
coverage  for  early  retirees  who  may  not  have  access  to  adequate 
employer-sponsored  benefits. 

DETAILS  FOR  SUBMISSION  OF  WRITTEN  COMMENTS: 

For  those  who  wish  to  file  a  written  statement  for  the 
printed  record  of  the  hearing,  six  (6)  copies  are  required  and 
must  be  submitted  by  the  close  of  business  on  Tuesday, 
November  19,  1991,  to  Robert  J.  Leonard,  Chief  Counsel,  Committee 
on  Ways  and  Means,  U.S.  House  of  Representatives,  1102  Longworth 
House  Office  Building,  Washington,  D.C.  20515.     An  additional 
supply  of  statements  may  be  furnished  for  distribution  to  the 
press  and  public  if  supplied  to  the  Subcommittee  office,  1114 
Longworth  House  Office  Building,  before  the  hearing  begins. 

FORMATTING  REQUIREMENTS: 

Each  statement  presented  for  printing  to  the  Committee  by  a  witness,  any  written  statement  or  exhibit'submitted  for  the 
printed  record  or  any  written  comments  in  response  to  a  request  for  written  comments  must  conform  to  the  guidelines  listed  below. 
Any  statement  or  exhibit  not  in  compliance  with  these  guidelines  will  not  be  printed,  but  will  be  maintained  in  the  Committee 
files  for  review  and  use  by  the  Committee. 

1 .  All  statements  and  any  accompanying  exhibits  for  printing  must  be  typed  in  single  space  on  legal-size  paper  and  may  not 
exceed  a  total  of  10  pages. 

2.  Copies  of  whole  documents  submitted  as  exhibit  material  will  not  be  accepted  for  printing.  Instead,  exhibit  material  should 
be  referenced  and  quoted  or  paraphrased.  All  exhibit  material  not  meeting  these  specifications  will  be  maintained  in  the 
Committee  files  for  review  and  use  by  the  Committee. 

3.  Statements  must  contain  the  name  and  capacity  in  which  the  witness  will  appear  or.  for  written  comments,  the  name  and 
capacity  of  the  person  submitting  the  statement,  as  well  as  any  clients  or  persons,  or  any  organization  for  whom  the  witness 
appears  or  for  whom  the  statement  is  submitted. 

4.  A  supplemental  sheet  must  accompany  each  statement  listing  the  name,  full  address,  a  telephone  number  where  the  witness 
or  the  designated  representative  may  be  reached  and  a  topical  outline  or  summary  of  the  comments  and  recommendations 
in  the  full  statement.  This  supplemental  sheet  will  not  be  included  in  the  printed  record. 

The  above  restrictions  and  limitations  apply  only  to  material  being  submitted  for  printing.  Statements  and  exhibits  or 
supplementary  material  submitted  solely  for  distribution  to  the  Members,  the  press  and  public  during  the  course  of  a  public  hearing, 
may  be  submitted  in  other  forms. 
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Chairman  Stark.  Good  afternoon.  Today,  the  Subcommittee  on 
Health  of  the  Committee  on  Ways  and  Means  will  turn  toward 
health  benefits  for  early  retirees.  We  will  examine  how  a  lower 
Medicare  eligibility  age  could  reduce  businesses'  liability  and  im- 
prove health  coverage. 

In  December  of  1990,  the  Financial  Accounting  Standards  Board 
revised  its  accounting  rules  for  retiree  health  benefits.  Beginning 
in  December  of  1992,  companies  will  be  required  to  disclose  their 
health  liabilities  for  postretirement  benefits.  While  the  conse- 
quences of  these  new  rules  have  yet  to  be  determined,  we  are  al- 
ready beginning  to  see  an  erosion  of  employer-provided  health 
benefits. 

Discussions  of  health  care  costs  have  moved  up  the  corporate 
ladder  and  are  now  being  discussed  at  the  highest  levels.  Employ- 
ers, faced  with  annual  cost  increases  of  over  20  percent,  are  cut- 
ting, capping,  and  shifting  costs — cutting  benefits  for  current  and 
future  retirees,  capping  their  own  liability,  and  moving  toward  de- 
fined contribution  plans,  and  they  are  shifting  costs  to  their  em- 
ployees. American  workers  and  retirees  are  paying  the  price.  The 
majority  of  large  firms  increased  retiree  contributions  between 
1989  and  1991,  according  to  a  recent  survey  of  large  corporations. 
Employees  and  retirees  are  being  asked  to  pay  a  greater  share  of 
their  income  for  health  care  through  higher  premiums,  deductibles, 
and  copayments.  Some  firms  have  eliminated  retiree  benefits 
altogether. 

Health  benefit  obligations  are  becoming  a  major  issue  in  negotia- 
tions between  labor  and  management. 

Proposals  to  lower  the  Medicare  eligibility  age  would  offer  a 
number  of  advantages  for  American  businesses,  their  employees, 
and  their  retirees. 

First,  lowering  the  age  of  eligibility  to  60  would  provide  peace  of 
mind  to  current  and  future  retirees  whose  health  benefits  are 
threatened  by  rising  health  care  costs. 

Second,  proposals  to  lower  the  age  would  offer  enormous  savings 
to  companies  with  substantial  health  benefit  obligations.  We  will 
hear  today  from  the  U.S.  General  Accounting  Office  that  a  lower 
Medicare  eligibility  age  could  reduce  total  corporate  liability  for  re- 
tiree health  benefits  by  as  much  as  $100  billion. 

Third,  a  lower  Medicare  eligibility  age  would,  of  course,  ensure 
health  insurance  to  those  uninsured  Americans  between  the  ages 
of  60  and  64  who  now  are  apt  to  fall  through  the  cracks.  To  enter 
one's  sixth  decade,  as  the  Chair  well  knows,  without  health  insur- 
ance is  a  fear  that  no  one  should  have  to  experience. 

Let  me  share  with  you  just  one  case  that  illustrates  the  problem. 
I  recently  heard  from  Mr.  Knox  who  is  64.  He  lives  in  DeLand,  FL. 
On  October  1,  he  received  word  that  his  retiree  health  benefits  had 
been  canceled  10  days  earlier.  He  must  now  go  to  his  local  insurers 
and  try  to  get  insurance  for  himself  and  his  wife. 

Unfortunately,  his  wife,  age  62,  has  Parkinson's  disease.  Local  in- 
surance companies  tell  Mr.  Knox  that  they  doubt  anyone  will  write 
a  policy  to  cover  her,  and  it  will  be  3  long  years  before  she  will  be 


covered  under  Medicare.  I  have  attached  a  file  of  similar  stories 
that  I  have  received  from  around  the  country  that  describe  the  fear 
and  financial  disaster  that  can  await  those  who  retire  before  65. 
[The  information  referred  to  follows:] 
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Dear  Chairman  Stark: 

I  read  an  article  in  the  Chicago  Tribune  today  about  "Early  Retirees  Tell  of 
Insurance  Nightmare."  I  too  have  a  story  to  tell. 

I  worked  35  years  at  the  "X"  National  Bank  in  Chicago  and  retired  at  age  62  on 
April  30,  1989.  After  18  months  on  COBRA,  I  was  dropped  by  the  new  owners 
of  the  Bank  and  had  to  find  my  own  insurance  to  cover  me  for  the  remaining 
18  months  until  I  reach  age  65  on  April  13,  1992.  I  have  been  a  widow  since 
1969. 

The  Insurance  Industry  considered  me  uninsurable  because  of  prior  health 
problems.  I  had  two  insurance  men  working  to  get  me  insurance  as  of 
November  1,  1990.  The  only  thing  I  could  do  was  to  continue  on  with  the 
Blue  Cross-Blue  Shield  policy  that  the  Bank  had  ,  except  as  a  private  customer 
and  pay  insurance  premiums  of  $621.00  per  month  for  the  next  18  months. 

This  money  must  come  out  of  my  IRA,  which  is  my  pension.  I  have  the 
amount  of  $11,178.00  in  my  pension.  People  don't  believe  me  when  I  tell 
them  my  story.  I  just  hope  I  do  not  have  an  increase  next  November.  I  have 
been  covered  since  November  1,  1990,  and  was  told  at  that  time,  by  the  Bank, 
that  the  premium  would  be  $590.00  per  month  but  when  I  received  the  bill  it 
was  for  $621.00  per  month.  When  I  called,  I  was  told  that  we  had  an  increase. 

Not  too  many  people  can  afford  that  amount  and  I  am  grateful  that  putting 
money  away  in  my  IRA  worked  out  for  me.  I  hope  you  can  do  something  for 
the  people  who  can't  do  anything  for  themselves.  It  is  a  crime  that  after 
working  so  hard  to  save  money  to  keep  off  the  relief  rolls  that  we  have  to  put 
up  with  this. 

It  seems  like  everything  changed  after  I  retired.  We  no  longer  get  the  same 
deductions  and  must  use  our  pensions  to  exist  at  this  time  in  our  lives. 
Thank  you  for  trying  to  get  help  for  the  people  who  need  it.  Good  luck! 


"A  woman  from  Illinois" 
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Dear  Congressman: 

I  am  62  and  a  half  years  old  and  on  Social  Security.  I  retired  at  62  because  I 
had  trouble  getting  work. 

My  income  is  $665  per  month  from  Social  Security  and  $140  per  week  from 
part-time  work.  My  hours  were  cut  from  37.5  to  30,  and  I  earn  $5.35  per  hour 
as  a  Full-Charge  Bookkeeper.  This  is  a  low-pay  area  and  it  is  always  tough  to 
get  a  job.  I  moved  here  because  my  brother  and  family  live  here.  I  formerly 
lived  in  Miami. 

I  was  forced  by  economics  to  cancel  my  health  insurance-combined  policies 
were  $165  per  month.  My  employer  is  small  and  does  not  offer  hospital 
insurance.  Blue  Cross  will  not  insure  me  at  regular  individual  rates  and  it 
would  cost  too  much  to  buy  private  or  State  Risk  insurance.  I  have  a  history 
of  blood  clots,  high  blood  pressure,  obesity  and  I  broke  my  upper  back. 

My  family  doctor,  whom  I  seldom  go  to,  prescribed  drugs  for  high  blood 
pressure  that  cost  $50  per  month.   I  cannot  afford  this  expense,  so  I  take  cheap 
water  pills  instead.  I  don't  know  if  these  pills  are  doing  anything  for  the 
problem,  because  I  cannot  afford  to  go  back  to  the  doctor.  If  anything  happens 
to  me  now,  I  will  have  to  apply  for  food  stamps,  health  care,  and  perhaps 
housing. 

If  we  are  the  greatest  nation  on  earth,  how  come  we  can't  afford  universal 
health  care  or  Medicare  for  people  less  that  65  years  old?  All  industrial 
countries  except  South  Africa  and  the  United  States  have  it,  and  many  are 
poorer  than  we  are.  We  give  many  breaks  to  other  countries  and  many 
freebies;  but  nothing  for  us.  (I  paid-in  45  years  worth  of  income  taxes  up  to 
now.) 

INSTEAD  OF  MAKING  WAR  &  GIVE-AWAYS,  HOW  ABOUT  MAKING 
PEACE  &  HEALTH  CARE! 

"  A  woman  from  Florida" 
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Dear  Representative  Stark: 

I  am  60  years  old  and  I  have  been  employed  as  a  publishers  representative  for 
many  years  with  a  large  company,  Harcourt  Brace  Jovanovich.  They  became 
victims  of  a  hostile  take-over  and  I  watched  a  distinguished  company  break 
down  under  the  weight  of  excessive  debt. 

About  four  years  ago  I  developed  a  heart  condition,  which  was  being  treated 
for  medically  and  I  was  able  to  function  without  any  handicap  in  my  work. 
Three  years  ago,  a  smaller  firm,  "XYZ",  made  me  the  proverbial  "offer  that 
can't  be  refused"  and  I  joined  them  with  their  full  knowledge  of  my  heart 
problem. 

A  year  later,  my  doctor  advised  a  by-pass  operation  which  went  well  and  after 
about  a  month  I  was  back  at  work.  One  year  later  I  was  laid  off  due  to  "a 
slowdown  in  the  economy."  I  can  only  speculate  on  the  real  reason  but,  it 
followed  a  letter  explaining  that  the  company's  self-insurance  plan  would  not 
allow  additional  expenses  for  my  heart  condition.  Thank  all  of  you  for 
COBRA,  which  now  covers  me  until  March,  1993,  (at  a  cost  of  over 
$6000/year).  I  can  only  hope  the  by-pass  will  last  until  some  other  coverage 
can  be  found. 

The  point  of  all  this  is:  what  happens  now?  As  a  sixty  year  old  "cardiac  case", 
I  have  had  not  one  job  offer,  although  many  people  want  me  to  work  for 
them  as  a  "per-diem"  or  independent  sales  representative.  I'll  probably  resort 
to  this,  but  having  talked  to  many  insurance  companies,  including  the 
company  which  offers  the  group  policy  for  the  National  Association  for  the 
Self-Employed,  they  all  say  I'm  uninsurable.  This  means  that  regardless  of 
whether  I  can  afford  insurance  or  not,  I  can't  get  it  and  that  leaves  me  and  my 
family  vulnerable  for  years,  until  I  reach  65  and  Medicare  becomes  available, 
(assuming  you  can  keep  the  wolves  away  from  it  and  it  still  exists  in  1996). 

After  talking  with  neighbors  and  colleagues,  I  find  I  am  not  alone  in  this 
problem.  There  seems  to  be  an  increasing  number  of  55  to  65  year  olds,  who 
are  laid  off  for  weak  reasons,  and  find  themselves  very  much  alone  and 
without  a  spokesman. 


"  A  man  from  Texas" 
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Dear  Sir: 

I  am  writing  in  hopes  that  you  favor  a  national  health  care  program.  We 
need  one  badly. 

My  husband  and  I  have  both  worked  hard  since  we  were  eight  years  old.  I  am 
59,  he  is  now  67.  Two  years  ago  he  retired  so  we  both  live  on  his  social 
security  which  is  $950  a  month.  I  have  applied  for  20  different  jobs  with  no 
hiring  answers. 

I  haven't  had  health  insurance  for  two  years  now.  We  carried  supplemental 
insurance  for  my  husband  until  last  month  when  we  could  no  longer  afford 
the  $92.85  a  month  for  it  because  of  this  recession  and  high  food  costs.  It 
really  is  stressful  knowing  that  with  no  insurance,  most  hospitals  will  not 
even  admit  you.  I  just  read  of  a  lady  dying  on  February  4,  after  being 
transferred  to  several  hospitals  for  a  tumor.  None  of  these  hospitals  would 
admit  her  because  she  lacked  insurance. 

My  husband  and  I  have  friends  that  fly  to  England  and  Canada  to  have  their 
medical  needs  taken  care  of.  It  really  is  bad  to  have  to  leave  the  U.S.  in  order 
to  have  medical  help. 

We  sure  hope  you  can  push  for  this  much-needed  insurance  for  all  citizens  of 
the  United  States.  Over  half  of  the  people  our  age,  here  in  this  town,  that  we 
have  talked  with  are  without  insurance.  It  really  is  stressful!  Please  help  us, 
thank  you. 


"A  woman  from  Florida" 
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Dear  Representative  Stark: 

I've  been  out  of  work  for  five  years  due  to  "corporate  downsizing"  (or 
restructuring).  I  was  59  years  of  age  with  9  plus  years  of  service  at  the  time. 
Since  then,  I  have  paid  constantly  escalating  Ohio  Blue  Cross  payments  while 
eagerly  looking  forward  to  the  day  when  I  would  be  covered  by  Medicare.  I 
recently  reached  that  age  and  invite  you  to  look  at  my  "big  savings."  My  wife 
is  61. 

BEFORE  65:  AFTER  65: 

Wife's  bill:  $491.24 
My  bill:  156.40 
Medicare  bill:  59.80 
(2  months  @  29.90) 

(Family) 

TOTAL:  $723.62  TOTAL:  $707.44 

These  oppressive  costs  are  being  taken  out  of  savings  accumulated  way  back 
from  my  first  job  paying  32  cents  per  hour.  I  have  no  pension  nor  paid 
benefits.  I  probably  hold  the  record  working  for  companies  going  out  of 
business. 

My  basic  plea:  Grant  Medicare  coverage  to  spouses  over  62  years  of  age 
wedded  to  present  Social  Security  recipients. 

Want  to  pull  the  country  out  of  the  recession?  Relieve  us  of  this  medical  cost 
burden  and  we'll  spend  like  drunken  sailors!  I  drive  a  10  year  old  car  and 
haven't  bought  any  new  appliances  in  over  15  years. 


"A  man  from  Cleveland,  Ohio" 
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Dear  Rep.  Fortney  Stark: 

I  am  writing  to  ask  for  your  help  in  getting  the  "Universal  Health  Insurance" 
for  everyone  passed.  It  is  not  fair  not  to  have  it.  All  developed  countries  in 
the  world  have  Universal  Health  Insurance  except  South  Africa  and  the 
United  States. 

Universal  Health  Insurance  is  needed  especially  when  we  are  older,  so  we 
don't  need  to  constantly  worry  that  all  our  resources  we  have  worked  so  hard 
for  and  saved  for  all  our  lives  will  be  spent  on  health  care.  If  other  countries 
can  do  it,  so  can  we. 

I  am  61  years  old  and  wishing  my  life  away  hoping  I  was  65  years  old  so  I 
would  be  eligible  for  medicare.  This  is  not  right  because  all  our  government 
officials  that  could  do  something  about  this,  do  not  have  this  worry  and 
neither  should  other  people.  We  can  not  be  government  employees. 

Please  vote  for  "UNIVERSAL  HEALTH  INSURANCE"  so  we  may  all  grow 
old  gracefully  together.  Thank  you  for  your  attention  to  this  matter. 

"A  woman  from  Tampa,  Florida" 


Dear  Representative  Stark: 

My  husband  (age  60)  is  a  typical  example  of  the  need  for  national  health  care. 
He  is  presently  without  health  insurance  because  the  insurance  company  he 
was  covered  by  went  bankrupt  last  fall  and  my  husband  now  has  no 
protection.  It  is  very  difficult,  as  you  may  appreciate,  to  obtain  health 
insurance  at  age  60. 


"  A  woman  from  Westwood,  California" 
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Dear  Representative  Stark, 
Terrorism!  From  my  mailbox! 

Monthly  major  medical  premiums  to  Washington  National  Insurance 
Company  were  raised  to  $408.  per  month  ($5000 /year)  from  $247.  per  month 
($3000/year),  with  a  $1500  deductible!  Writing  about  it  even  terrifies  me. 

I  am  62  years  old  now;  minimum  costs  by  age  65  will  be  $15,000  without 
considering  the  usual  yearly  or  6  month  premium  increases.  I  live  on  a 
modest  fixed  income.  Premiums  have  risen  over  900%  in  11  years. 

There  are  millions  like  me  who  will  go  without  insurance  and  even 
minimum  health  care,  I  know  some  already.  We  do  not  live  in  the  ghetto. 
We  have  worked  hard,  raised  families  and  contributed  to  our  communities. 

Who  is  proposing  a  way  to  stop  this  obscene,  outrageous  extortion?  Please 
don't  write  to  me  reciting  the  usual  cliches  about  health  care.  The  problem 
has  been  defined  and  redefined  already.  Action  is  needed! 

"A  woman  from  Illinois" 


Dear  Representative  Stark: 

My  husband  is  a  retiree  and  is  now  covered  by  Medicare.  I  am  still  covered 
under  COBRA;  this  coverage  will  last  until  the  end  of  the  year.  This  is  a 
problem  for  me. 

Over  five  years  ago,  I  had  breast  cancer  and  underwent  a  mastectomy.  There 
has  been  no  recurrence  of  malignancy  since;  however,  I  am  unable  to 
purchase  health  insurance  unless  the  "cancer  clause"  is  eliminated.  I  am  61 
years  old.  My  insurance  will  end  when  I  am  62... three  years  away  from 
Medicare. 

Although  we  are  retired  and  have  saved  for  such  a  retirement,  a  recurrence  of 
cancer  would  "wipe  out"  all  that  we  have  saved  for,  would  endanger  our 
son's  college  education  as  well  as  threaten  my  own  life. 

You  cannot  save  my  life;  but  you  can  save  the  future  that  we  have  planned 
for  our  entire  lives. 

"  A  woman  from  Illinois" 
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Chairman  Stark.  Before  we  begin,  I  would  like  to  point  out  that 
the  subcommittee  invited  numerous  corporations  to  testify  on  the 
issue  of  retiree  health.  They  all  declined. 

We  begin  today's  hearings  with  Lawrence  H.  Thompson,  the  As- 
sistant Comptroller  General  in  the  Human  Resources  Division  at 
the  U.S.  General  Accounting  Office.  I  welcome  you  here.  We  have 
your  prepared  testimony,  and  it  will  appear  in  the  record  in  its  en- 
tirety. You  may  care  to  summarize  for  me  or  expand  on  it  in  any 
way  you  are  comfortable. 

Please  proceed. 

STATEMENT  OF  LAWRENCE  H.  THOMPSON,  ASSISTANT  COMP- 
TROLLER GENERAL,  HUMAN  RESOURCES  DIVISION,  U.S.  GEN- 
ERAL ACCOUNTING  OFFICE 

Mr.  Thompson.  Thank  you,  Mr.  Chairman. 

I  am  pleased  to  be  here  with  the  Ways  and  Means  Committee 
again.  I  have  with  me  Greg  McDonald,  who  is  Associate  Director  in 
our  Income  Security  area  and  Don  Snyder,  who  is  an  Assistant  Di- 
rector and  has  done  much  of  our  work  in  estimating  the  retiree 
health  liabilities  and  some  of  the  impacts  that  public  policy 
changes  might  have  on  them. 

As  you  know,  many  companies — especially  the  larger  ones — pro- 
vide health  benefits  to  their  retirees.  We  think  about  9  million  pri- 
vate sector  retirees  are  relying  on  these  benefits  now,  and  as  you 
said,  they  are  especially  important  to  people  who  are  under  the  age 
of  65  and  not  yet  eligible  for  Medicare. 

Health  insurance  costs  have  been  rising,  and  concern  has  also 
been  heightened  among  corporations  because  of  the  new  rule 
adopted  by  the  Financial  Accounting  Standards  Board  

Chairman  Stark.  Could  I  interrupt  you  for  a  minute?  Are  you 
going  to  testify  at  all  about  the  court  decision  which  requires  com- 
panies under  some  legal  theory  to  maintain  benefits  for  retirees? 

Mr.  Thompson.  No. 

Chairman  Stark.  You  are  not?  We  have  somebody  else  who  is 
going  to  deal  with  that.  OK,  but  I  just  wanted  to  make  sure  that  it 
is  more  than  just  what  the  Accounting  Board  has  come  up  with. 
There  has  also,  to  my  understanding,  been  a  court  decision,  so  this 
isn't  just  some  voluntary  action  that  the  corporations  are  doing.  Go 
ahead. 

Mr.  Thompson.  FAS  106  is  the  accounting  ruling  which  man- 
dates, as  I  think  you  said  in  your  opening  statement,  that  the  com- 
panies show  in  their  income  statements  and  on  their  balance 
sheets  their  retiree  health  liabilities. 

FAS  106  will  conform  accounting  principles  to  the  view  that  re- 
tiree health  benefits  are  a  form  of  deferred  compensation  which,  in 
our  view,  is  a  laudable  objective  and  is  the  correct  characterization. 
However,  the  rule  will  force  companies  with  an  older  work  force  or 
a  richer  benefits  package  to  report  disproportionately  higher  retir- 
ee health  liabilities  than  their  competitors. 

Several  legislative  proposals,  including  the  Health  Insurance 
Coverage  and  Cost  Containment  Act  of  1991,  otherwise  known  as 
H.R.  3205,  would  lower  the  age  of  Medicare  eligibility  to  age  60, 
which  would  shift  some  retiree  health  liabilities  from  companies  to 
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Medicare  by  making  retiree  health  plans  the  secondary  payers  for 
early  retirees. 

At  your  request,  Mr.  Chairman,  we  prepared  rough  estimates  of 
the  effect  this  would  have  on  companies'  retiree  health  costs  and 
liabilities,  but  before  turning  to  those  numbers,  I  would  like  to  just 
make  a  few  general  observations,  noting  similar  to  the  opening 
statement  that  you  made  that  lowering  the  age  of  Medicare  eligi- 
bility would  have  several  benefits  for  both  retirees  and  companies. 

First,  it  would  increase  the  security  of  retiree  health  benefits  for 
early  retirees  by  making  Medicare  the  primary  insurer  at  an  earli- 
er age.  Second,  it  would  make  health  insurance  available  to  many 
retirees  who  do  not  now  have  health  insurance  because  they  re- 
tired from  companies  that  do  not  offer  retiree  health  benefits. 
Third,  it  would  reduce  substantially  companies'  accrued  liabilities 
and  any  prefunding  responsibilities  they  may  want  to  undertake  in 
order  to  finance  their  retiree  health  benefits. 

We  estimate  that  companies'  health  costs  for  retirees  covered  by 
Medicare  on  average  are  about  70  percent  lower  than  their  costs 
for  retirees  not  covered  by  Medicare,  so  extending  Medicare  would 
reduce  their  liability  substantially. 

And  finally— — 

Chairman  Stark.  That  is  for  the  same  benefits? 

Mr.  Thompson.  Yes.  On  average,  a  benefit  package  costs  only  30 
percent  as  much  for  somebody  who  is  on  Medicare  as  somebody 
who  is  not,  because  Medicare  is  picking  up  so  much  of  the  responsi- 
bility. 

Chairman  Stark.  OK.  And  it  is  not  necessarily  a  less-generous 
plan,  it  is  just  that  Medicare  has  the  base  core  coverage,  if  you  will. 
Mr.  Thompson.  Yes  sir. 

Chairman  Stark.  And  they  merely  are  paying  to  insure  the  gap? 
Mr.  Thompson.  That  is  right. 

Chairman  Stark.  OK.  Does  that  hold?  Do  you  have  any  indica- 
tion— does  that  hold  when  you  drop  lower  for  younger  people? 
Would  you  have  any  idea?  You  can't  extrapolate  that  and  say  in 
general,  Medicare  would  cost  70  percent  less  than  other  funded 
health  insurance  programs? 

Mr.  Thompson.  Well,  as  you  get  

Chairman  Stark.  For  instance,  the  program  you  and  I  are  under, 
the  Federal  program. 

Mr.  Thompson.  I  don't  know  that  we  have  looked  at  that.  As  you 
get  younger,  of  course,  the  purposes  you  incur  health  care  costs  for 
begin  to  change,  and  I  am  not  sure  what  effect  that  would  have,  if 
any. 

Lastly,  the  reduction  of  the  Medicare  eligibility  age  would  spread 
the  burden  among  companies  helping  those  with  older  work  forces 
and  higher  retiree  health  costs  become  more  competitive,  both  do- 
mestically and  internationally,  with  companies  that  have  younger 
work  forces. 

While  the  change  in  eligibility  age  would  benefit  retirees  and 
many  companies,  we  have  to  admit  it  entails  a  substantial  expan- 
sion of  the  Medicare  program,  which  costs  would  be  borne  in  part 
by  all  employers  and  their  employees,  presumably  through  higher 

taxes. 
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Turning  to  the  numbers,  we  estimate  that  retiree  health  plans 
currently  require  pay-as-you-go  payments  totaling  roughly  $11.5 
billion  per  year.  If  Medicare  eligibility  had  been  lowered  to  age  60 
this  year,  companies'  pay-as-you-go  costs  would  have  decreased  by 
35  percent.  In  other  words,  that  is  $4  billion  a  year  that  the  corpo- 
rations would  save  in  the  aggregate. 

We  estimate  that  the  total  current  liabilities  of  U.S.  businesses 
for  retiree  health  benefits — this  is  accrued  liabilities — is  $335  bil- 
lion. If  the  Medicare  age  had  been  reduced  to  age  60  at  the  begin- 
ning of  this  year,  these  liabilities  would  have  been  reduced  by  30 
percent,  or  just  under  $100  billion.  Again,  that  is  the  accrued  liabil- 
ities. 

A  reduction  of  23  percent  would  occur  for  people  who  are  already 
retired,  and  there  would  be  a  reduction  of  about  $70  billion  in  the 
accrued  liabilities  for  people  who  are  currently  workers  and  will  be 
moving  into  retirement  some  time  in  the  near  future. 

If  companies  were  to  prefund  retiree  health  benefits,  they  would 
have  to  make  annual  contributions  for  benefits  accruing  during  the 
year  and  for  the  amortization  of  existing  unfunded  accrued  liabil- 
ities. Few  companies  today  do  prefund  their  retiree  health  benefits. 
And  while  FAS  106  requires  amortization  on  the  financial  state- 
ments, it  does  not  require  companies  to  prefund  their  benefits. 

We  calculate  that  the  annual  costs  to  prefund  retiree  health  ben- 
efits in  1991 — assuming  companies  begin  to  prefund  in  1991 — would 
have  been  $42  billion  under  the  present  law.  This  would  drop  to 
$35  billion  if  the  age  of  Medicare  eligibility  were  lowered  to  age  60. 

The  amount  of  the  reductions  experienced  by  particular  compa- 
nies vary  depending  on  the  characteristics  of  that  company's  work 
force  and  its  benefit  package.  Companies  with  lower  average  retire- 
ment age,  with  more  retirees  under  age  65,  with  a  richer  benefits 
package,  or  with  an  older  work  force,  would  tend  to  have  higher 
retiree  health  costs  and  therefore  higher  accrued  retiree  health  li- 
abilities than  would  companies  that  had  higher  retirement  age, 
fewer  retirees,  and  a  leaner  benefit  package. 

So  it  is  the  former  companies  that  would  benefit  most  by  the 
change  in  the  Medicare  eligibility,  because  they  would  experience 
the  greatest  reductions  in  their  costs  and  accrued  liabilities.  For  in- 
stance, companies  in  the  automobile  and  steel  industries  would 
likely  experience  considerable  reductions  in  their  costs  and  liabil- 
ities. 

That,  Mr.  Chairman,  is  a  summary  of  what  our  work  has  pro- 
duced here  in  the  last  couple  of  weeks  as  we  have  tried  to  estimate 
the  effect  on  these  retiree  liabilities  of  changing  the  Medicare  eligi- 
bility age. 

If  you  have  any  questions,  I  would  be  happy  to  answer  them. 
[The  prepared  statement  and  attachments  follow:] 
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Statement  of 
Lawrence  H.  Thompson, 
Assistant  Comptroller  General, 
Human  Resources  Division 

Mr.  Chairman  and  Members  of  the  Subcommittee: 

I  am  pleased  to  be  here  today  to  discuss  company-sponsored 
retiree  health  benefits.     Many  companies,  especially  larger  ones, 
provide  health  benefits  to  their  retirees,  and  often  to  their 
retirees'   spouses  and  dependents  as  well.     About  9  million 
private  sector  retirees  rely  on  these  benefits.  Company- 
sponsored  retiree  health  coverage  is  especially  important  to 
retirees  under  age  65  who  are  not  yet  eligible  for  Medicare, 
because  they  tend  to  have  fewer  options  than  active  workers  to 
regain  health  coverage  if  a  company  reduces  or  terminates 
benefits . 

Companies  are  becoming  increasingly  concerned  about  the  cost  of 
providing  retiree  health  benefits  as  the  workforce  ages  and 
health  care  costs  in  general  continue  to  rise  sharply. 
Furthermore,  a  new  accounting  rule  adopted  by  the  Financial 
Accounting  Standards  Board   (FASB)  will  hit  some  companies  very 
hard  by  compelling  them  to  acknowledge  substantial  unfunded 
retiree  health  liabilities.1    Most  companies  finance  and  account 
for  retiree  health  expenses  on  a  pay-as-you-go   (PAYG)  basis  out 
of  current  revenue.     Financial  Accounting  Standards  No.  106  (FAS 
106)   will  require  them  to  adopt  an  accrual  accounting  system  for 
retiree  health  benefits,   in  which  benefit  costs  are  recognized  as 
expenses  as  companies  accrue  them  for  workers. 

In  mandating  that  companies'   financial  statements  reflect  their 
retiree  health  benefit  obligations,  FAS  106  will  conform 
accounting  practice  to  the  view  that  retiree  health  benefits  are 
a  form  of  deferred  compensation.     This  is  a  laudable  objective, 
in  our  view.     The  accounting  change  will  prompt  all  companies 
that  offer  retiree  health  benefits  to  report  higher  expenses  for 
these  benefits.     However,  companies  with  an  older  workforce  or  a 
richer  benefits  package,   for  example,  will  report 
disproportionately  higher  retiree  health  liabilities  than  their 
competitors . 

Several  legislative  proposals,   including  the  "Health  Insurance 
Coverage  and  Cost  Containment  Act  of  1991"    (H.R.   3205),  contain  a 
provision  that  would  lower  the  age  of  Medicare  eligibility  from 
65  to  60.     This  provision  would  shift  some  retiree  health 
liabilities  from  companies  to  Medicare  by  making  retiree  health 
plans  secondary  payers  at  an  earlier  retiree  age.     You  asked  us 
to  estimate  what  effect  this  would  have  on  companies'  retiree 
health  costs  and  liabilities. 

Lowering  the  age  of  Medicare  eligibility  would  provide  several 
benefits  to  both  retirees  and  companies.     It  would   (1)  increase 
the  security  of  retiree  health  benefits  for  early  retirees  (those 
who  retire  prior  to  age  65)  by  making  Medicare  the  primary 
insurer,   (2)  make  health  insurance  available  to  more  retirees  by 
extending  Medicare  coverage  to  early  retirees  of  companies  that 
do  not  currently  offer  retiree  health  benefits,    (3)  substantially 
reduce  companies'   PAYG  costs,  accrued  liabilities,  and  prefunding 
costs  for  retiree  health  benefits,2  and   (4)  spread  the  retiree 


■■-Financial  Accounting  Standards  No.  106  requires  companies  to 
record  their  unfunded  retiree  health  liabilities  on  their 
financial  statements,  effective  for  fiscal  years  beginning  after 
December  15,  1992. 

2PAYG  costs  affect  cash  flows,  whereas  accrued  liabilities  and 
prefunding  costs  constitute  accounting  costs.     PAYG  costs 
represent  payments  a  company  makes  for  health  benefits  provided 
to  current  retirees.     Accrued  liabilities  are  the  retiree  health 
costs  a  company  records  in  its  financial  statements  to  reflect 
the  benefits  it  accrues  for  workers.     Prefunding  costs  represent 
the  annual  contributions  a  company  would  have  to  make  in  order  to 
begin  advance  funding  its  accrued  liabilities. 
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health  care  burden  among  companies  by  helping  those  with  older 
workforces  and  high  retiree  health  costs  become  more  competitive, 
both  domestically  and  internationally,  with  companies  with 
younger  workforces.     While  the  change  in  eligibility  age  would 
benefit  retirees  and  companies,   it  entails  a  substantial 
expansion  of  Medicare  program  costs,  which  would  be  borne  in  part 
by  all  employers  and  their  employees  through  higher  taxes. 

Lowering  the  age  of  Medicare  eligibility  would  reduce  companies' 
health  costs  for  early  retirees  because  Medicare  would  pay  a 
substantial  portion  of  these  retirees'  costs.     Companies'  health 
costs  for  retirees  covered  by  Medicare  are  on  average  about  70 
percent  lower  than  their  costs  for  retirees  not  covered  by 
Medicare,  by  our  analysis. 

My  testimony  presents  our  estimates  of  the  reductions  in 
companies'    (1)    PAYG  costs,    (2)    liabilities,  and   (3)  prefunding 
costs  due  to  the  change  in  Medicare  eligibility.     Some  of  these 
reductions  are  dramatic.     We  produced  these  estimates  by  using 
the  retiree  health  model  we  developed  for  our  1989  report  on 
companies'   retiree  health  1 iabi 1 i t ies . 3     My  testimony  also 
discusses  how  the  effect  of  the  change  in  eligibility  would 
likely  vary  among  companies  and  industries. 

PAY-AS-YOU-GO  COSTS 

About  63  percent  of  companies'   current  PAYG  costs  are  for  early 
retirees.     Most  early  retirees  are  between  ages  60  and  64;  PAYG 
costs  for  this  group  account  for  nearly  half  of  companies'  total 
estimated  1991  PAYG  costs  of  $11.4  billion.     If  the  Medicare 
eligibility  age  had  been  lowered  to  60  this  year,  companies'  1991 
PAYG  costs  would  have  decreased  35  percent,  or  $4  billion. 4 

CURRENT  LIABILITIES 

The  liabilities  of  U.S.  corporations  for  retiree  health  benefits, 
which  we  estimate  at  $335  billion  in  1991,  would  have  dropped 
about  30  percent,  or  $99  billion,   if  the  age  of  Medicare 
eligibility  had  been  lowered  to  60.     These  liabilities  represent 
companies'   transition  obligation  under  FAS  106.     Companies  may 
book  the  entire  amount  of  their  transition  obligation,  as  some 
already  have,  or  amortize  the  amount  over  20  years. 

The  accrued  liability  figure  represents  the  present  value  of 
(1)  benefits  currently  owed  to  retirees  and   (2)  accrued  benefits 
for  active  workers  who  will  retire  with  these  benefits.  The 
portion  of  companies'   accrued  liabilities  that  is  for  retirees, 
which  we  estimate  at  $132  billion  in  1991,  would  have  decreased 
approximately  23  percent,   to  $102  billion   (see  figure  1).  For 
current  retirees  under  age  65,  companies*   costs  would  decrease  as 
a  result  of  the  change  in  Medicare  eligibility,   thereby  lowering 
their  liabilities.     For  retirees  aged  65  and  older,  companies' 
costs  would  remain  the  same. 

The  portion  of  companies'  accrued  liabilities  that  is  for  active 
workers,  which  we  estimate  at  $203  billion  in  1991,  would  have 
decreased  about  34  percent,   to  $134  billion,  as  figure  1  shows. 
The  decrease  is  attributable  to  lower  company  health  costs  for 
active  workers  who  will  retire  before  age  65.     Most  workers 
retire  between  60  and  65  at  an  average  retirement  age  of  about 


^Employee  Benefits;     Companies'    Retiree  Health  Liabilities 
Large,   Advance  Funding  Costly   (GAO/HRD-89-51 ,  June  14,  1989), 
describes  the  methodology  and  assumptions  used  in  our  retiree 
health  model. 

40ur  estimates  do  not  take  into  account  any  phase-in  of  the 
change  in  eligibility;  they  are  calculated  as  if  the  change  in 
eligibility  had  become  effective  January  1,  1991. 
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62.     Companies  in  which  workers  retire  on  average  at  age  62  would 
experience  an  average  of  3  years  of  lower  health  costs  for  each 
retiree.     In  contrast,  companies  in  which  workers  tend  to  retire 
before  age  60  would  have  on  average  5  years  of  reduced  health 
costs  per  worker.     (In  app.   I,  we  examine  a  company's  projected 
costs  for  two  hypothetical  workers  to  illustrate  the  effect  of 
these  reduced  costs  on  companies'  liabilities.) 

Companies  will  continue  to  accrue  retiree  health  costs  for  active 
workers  each  year.     If  the  age  of  Medicare  eligibility  had  been 
lowered  to  60,   the  reduction  in  active  workers'   future  accruals 
would  follow  the  same  pattern  as  the  reduction  in  their  current 

accruals. 

PHEFUNDING  COSTS 

If  companies  were  to  prefund  retiree  health  benefits,  they  would 
make  annual  contributions  for  benefits  accrued  during  the  year 
and  for  the  amortization  of  any  existing  unfunded  accrued 
liabilities.     Few  companies  prefund  their  retiree  health  benefits 
and  FAS  106  does  not  require  companies  to  prefund  benefits. 
Prefunding  costs  for  retiree  health  benefits,  calculated  as  if 
all  companies  had  begun  prefunding  in  1991,  would  have  dropped 
about  17  percent,   from  $42  billion  to  $35  billion,   if  the  age  of 

Medicare  eligibility  had  been  lowered  to  60. 5  This  prefunding 
amount  represents  what  companies  would  have  to  report  on  their 
income  statement. 

DISTRIBUTIONAL  EFFECTS 

Our  analysis  shows  that  the  change  in  Medicare  eligibility  would 
provide  significant  financial  relief  for  companies  by 
substantially  reducing  their  PAYG  costs  and  accrued  liabilities 
for  retiree  health  benefits.     The  reductions  in  accrued 
liabilities  would  lower  the  amounts  companies  would  have  to 
report  under  FAS  106. 

However,  the  amount  of  reductions  experienced  by  particular 
companies  would  vary  depending  on  the  characteristics  of  a 
company's  workforce  and  benefits  package.     Companies  with  a 
lower  average  retirement  age,  more  retirees  under  age  65,  a 
richer  benefits  package,  or  an  older  workforce,  for  example,  tend 
to  have  higher  PAYG  costs  and  retiree  health  liabilities  than 
other  companies,  everything  else  being  equal.     They  would 
benefit  most  by  the  change  in  Medicare  eligibility  because  they 
would  experience  greater  reductions  in  their  PAYG  costs  and 
liabilities  than  other  companies.     Companies  in  the  auto  and 
steel  industries,  for  instance,  would  likely  experience 
considerable  reductions  in  their  costs  and  liabilities  since 
they  tend  to  have  many  early  retirees  and  provide  generous 
benefits. 

This  concludes  my  testimony,  Mr.  Chairman.     I  would  be  happy  to 
answer  any  questions. 


Our  estimates  assume  a  25-year  amortization  period. 
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APPENDIX   I  APPENDIX  I 

Effect  of  a  Change  in  Medicare  Eligibility  on  a  Company's 
Retiree  Health  Liability  for  Two  Hypothetical  Workers 

A  discussion  of  how  the  change  in  Medicare  eligibility  might 
affect  a  company's  retiree  health  liability  for  two  hypothetical 
workers  will  illustrate  how  a  few  years  of  anticipated  reduced 
costs  for  some  retirees  can  significantly  lower  companies' 
liabilities.     Consider  the  case  of  a  60-year-old  worker  who 
retires  in  1991  and  is  expected  to  live  to  age  78.  From 
assumptions  about  company  health  costs  and  medical  inflation,  we 
can  project  two  benefit  streams:     one  under  the  current  system 
(stream  A)   and  the  other  calculated  as  if  the  lowered  Medicare 
eligibility  had  taken  effect  in  1991   (stream  B) .     Each  benefit 
stream  represents  the  company's  estimated  annual  retiree  health 
costs  for  the  worker. 

Except  for  the  5  years  from  age  60-64,  the  benefit  streams  are 
identical;  costs  are  70  percent  lower  in  stream  B  for  these 
years.     The  present  value  of  the  benefit  streams  is  obtained  by 
discounting^  the  annual  costs  and  summing  the  results.  Stream 
B's  present  value   ($21,129)    is  36  percent  lower  than  stream  A's 
present  value   ($33,114)    (see  fig.  2). 

Now  consider  a  worker  who  retires  in  1991  at  age  62  rather  than 
60.     The  worker's  retiree  health  benefit  streams   (A*  and  B*) 
would  be  identical  except  for  the  3  years  from  age  62-64.  In 
this  case,  stream  B*'s  present  value   ($18,725)   is  27  percent 
lower  than  stream  A*'s  present  value   ($25,816),  as  figure  2 
shows . 


^Future  costs  are  discounted   (reduced  in  value)   to  reflect  the 
time  value  of  money.     A  $1,000  payment  due  in  ten  years,  for 
example,  has  a  present  value  of  $508  if  funds  can  be  invested  at 
7  percent  interest. 
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Chairman  Stark.  Would  most  or  all  of  the  employers  who  pro- 
vide retiree  health  benefits  gain  from  the  proposal  to  lower  Medi- 
care to  age  60?  I  mean,  are  there  any  who  

Mr.  Thompson.  I  assume  it  would  be  a  rare  employer  that  didn't 
gain.  If  he  now  offered  retiree  health  benefits  he  would  find  him- 
self better  off  for  having  a  lower  Medicare  eligibility  age. 

Chairman  Stark.  Now  I  hate  to  dredge  up  or  hoe  old  ground,  but 
what  would  have  been  the  effect,  can  you  estimate,  had  the  old 
Medicare  catastrophic  coverage  program  remained  intact?  How 
much  would  employers  have  saved  in  retiree  health  benefits  from 
that?  Would  that  have  received  some,  I  assume? 

Mr.  Thompson.  Yes.  We  had  done  a  calculation  of  that  a  couple 
of  years  ago,  and  at  that  time,  we  estimated  that  employers'  liabil- 
ities would  have  been  reduced  by  13  percent  under  the  Medicare 
catastrophic. 

If  you  translated  that  using  our  $335  billion  liability  figure — at 
that  time  we  were  using  a  slightly  lower  number — you  would  mul- 
tiply that  times  13  percent  and  that  would  be  our  estimate,  our 
best  guess,  today. 

Chairman  Stark.  $40  billion? 

Mr.  Thompson.  Yes.  When  it  was  fully  implemented. 

Chairman  Stark.  We  should  hear  testimony  that  employers  are 
beginning  to  limit  their  liability  through  so-called  new  strategies.  I 
suspect  that's  a  euphemism  for  higher  copayments  and  reduced 
benefits  and  so  forth. 

If  they  continue  to  modify  these  benefit  or  health  obligations, 
would  that  substantially  change  your  estimate  of  the  liability,  of 
the  reduction? 

Mr.  Thompson.  Yes,  clearly  that  would,  to  the  extent  they  con- 
tinue to  modify  these  things.  Our  information — and  it  is  pretty 
sketchy — is  that  much  of  the  modifications  that  have  gone  on  have 
applied  equally  to  active  workers  and  retired  workers.  Retired 
workers  are  experiencing  cutbacks,  but  it  is  the  same  phenomenon 
as  active  workers  are  experiencing,  as  copays  go  up  and  deductibles 
go  up  and  utilization  review  comes  in  and  that  sort  of  thing. 

It  is  our  impression  that  there  are  a  few  companies  that  have  re- 
duced retiree  health  benefits — maybe  withdrawing  from  even  offer- 
ing them  for  new  employees  and  made  some  changes  that  apply 
only  to  the  retirees.  But  most  of  the  changes  we  are  aware  of  have 
applied  to  active  and  retired  workers  alike. 

Now  if  companies  can  be  more  successful  in  the  future  than  they 
have  been  in  the  recent  past  in  controlling  the  rate  of  increase  of 
their  health  care  costs,  especially  among  their  retirees,  then  that 
will  reduce  their  projected  liabilities. 

Chairman  Stark.  Could  you  tell  us  in  1991  dollars  how  much  em- 
ployers pay  per  year  for  Medicare-eligible  retirees  as  opposed  to 
younger  retirees? 

Mr.  Thompson.  Yes.  The  numbers  we  used  in  our  calculations 
are  that,  on  average,  employers  would  pay  $3,323  for  a  younger, 
age  60  to  64,  retiree. 

Chairman  Stark.  Say  that  again  please? 

Mr.  Thompson.  Three-three-two-three  per  younger  retiree,  and 
$992  per  older  retiree. 
Chairman  Stark.  Assuming  they  have  Medicare? 
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Mr.  Thompson.  Right. 

Chairman  Stark.  And  also,  just  so  I  understand  the  vocabulary 
here,  we  have  two  groups  or  types  of  employees — you  have  accrued 
liabilities  unfunded — that  is  for  somebody  if  they  quit  or  retire  to- 
morrow where  the  corporation  has  an  obligation  between  the  time 
they  leave  work  and  become  65  to  maintain  a  level  of  health 
benefits. 

Mr.  Thompson.  Yes. 

Chairman  Stark.  That  isn't  a  pay-as-you-go.  Well,  they  could  do 
it  pay-as-you-go,  but  that  is  the  unfunded  accrued  liability  we 
talked  about. 

Mr.  Thompson.  That  is  right. 

Chairman  Stark.  And  then  for  prefunding  costs,  that  is  from 
this  day  forward.  If  they  suddenly  build  up  a  reserve  for  all  the 
people  that  they  promised  in  the  past,  then  the  prefunding  is  for 
people  from  this  day  forward,  am  I  

Mr.  Thompson.  No,  we  have  the  accrued  liability,  which  we  esti- 
mated using  a  similar  principle  to  how  you  estimate  a  pension  li- 
ability. We  took  workers  who  were  40  years  old  or  older  and  as- 
sumed they  would  stay  with  the  firm  up  until  about  age  62,  on  av- 
erage. Then  we  priced  out  what  the  firm's  liabilities  were.  And  of 
course,  for  a  40-year-old  worker,  you  don't  experience  any  outlay 
until  22  years  later. 

Chairman  Stark.  Right. 

Mr.  Thompson.  So,  that  is  all  discounted  back. 

Now,  when  we  talk  about  prefunding,  as  with  any  program 
where  you  start  up  and  you  have  an  accrued  liability,  the  number 
that  we  are  using  actually  has  two  components.  One  component  is 
if  you  already  had  your  fund,  what  it  would  cost  you  to  just  keep 
up.  And  that  is  the  normal  cost,  if  you  will. 

The  other  component  is  the  level  annual  installments  over  25 
years  you  have  to  put  in  to  make  up  for  the  unfunded  liability  that 
you  started  off  with.  So  our  number  has  both  components.  About 
$19  billion  of  that  was  the  ongoing  normal  cost  that  you  would 
have  to  stick  in  each  year  if  you  already  had  accumulated  your  

Chairman  Stark.  Your  reserve? 

Mr.  Thompson.  Your  reserve. 

Chairman  Stark.  OK.  Thank  you. 

Mrs.  Johnson. 

Mrs.  Johnson.  Thank  you,  Mr.  Chairman,  and  welcome.  I  am 
sorry  that  I  missed  your  opening  comments.  This  is  a  very  impor- 
tant subject  and  I  appreciate  the  chairman  convening  these  hear- 
ings. 

I  want  to  get  your  thoughts,  from  a  broader  public  policy  per- 
spective, as  to  the  impact  of  a  rising  retirement  age  and  a  lowering 
health  care  eligibility  age.  If  we,  as  we  have  done,  raise  the  retire- 
ment age  to  67,  and  at  the  same  time  lower  the  Medicare  eligibility 
age  to  60,  what  will  be  the  effects  on  the  fiscal  soundness  of  the 
funds?  What  will  be  the  effect  on  employer  willingness  to  provide 
health  care  coverage  for  employees  up  to  67? 

Mr.  Thompson.  Let  me  start  with  the  effect  on  the  funds.  It  is 
clear  that  if  Medicare  is  reduced  from  65  to  age  60,  that  is  going  to 
involve  substantial  new  outlays  which  will  either  drain  the  fund 
very  rapidly  or  will  require  some  adjustment  in  the  revenues. 
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Mrs.  Johnson.  How  much  adjustment?  How  much  would  Medi- 
care taxes  have  to  go  up  to  fund  that? 

Mr.  Thompson.  We  did  not  look  at  that.  You  need  to  ask  that  of 
the  Congressional  Budget  Office. 

Mrs.  Johnson.  OK. 

Mr.  Thompson.  We  looked  kind  of  roughly,  and  I  would  expect 
that  they  would  answer  that  we  are  talking  maybe  $15  billion  a 
year  in  additional  outlays.  They  may  tell  me  I  am  a  little  high  or  a 
little  low,  but  then  you  would  translate  that  into  whatever  the  re- 
quired tax  is.  I  don't  know  off  the  top  of  my  head  what  that  would 
be.  But,  you  would  have  that  additional  Medicare  outlay. 

I  would  suspect  that  there  would  also  be  a  slight  increase  in 
Social  Security  cash  benefit  payments.  I  think  you  realize  that  the 
increase  of  the  retirement  age  to  age  67  does  not  mean  that  there 
is  any  change  in  the  age  at  which  you  can  first  draw  those  benefits. 
You  can  still  draw  them  at  age  62,  just  as  under  current  law,  it  is 
just  that  the  reduction  factor  is  larger. 

I  think  it  is  fair  to  say  that  if  you  made  Medicare  available  down 
to  age  60  or  even  age  62,  there  are  some  people  who  now  continue 
to  work  because  they  don't  have  an  alternative  health  arrange- 
ment, who  would  quit  their  work  and  come  on  Medicare  and  Social 
Security  earlier  than  they  now  would.  I  don't  have  any  idea  how 
many  that  would  be.  I  don't  know  that  it  would  be  a  huge  stam- 
pede, but  I  am  sure  that  a  few  would. 

I  am  not  sure  that  I  can  speculate  about  the  employers'  willing- 
ness to  provide  health  benefits.  I  think  that  on  the  one  hand,  em- 
ployers could  promise  benefits  to  their  workers  into  retirement 
without  taking  on  as  big  a  burden,  and  so  that  might  encourage 
them  to  offer  more  benefits.  On  the  other  hand,  they  might  think 
there  is  less  need,  so  that  might  discourage  them.  I  guess  I  just 
don't  know  

Mrs.  Johnson.  Do  you  have  any  idea  of  what  the  difference  in 
cost  is,  on  a  gross  level,  for  employers  to  provide  the  coverage  they 
are  providing  now,  versus  providing  employees  over  60  with  only 
medigap  coverage?  I  think  we  need  to  look  at  how  many  would  be 
motivated  to  go  to  just  providing  medigap  as  a  second  payer. 

Mr.  Thompson.  In  the  process  of  doing  our  calculations,  we  had 
to  work  through  and  come  up  with  some  estimate  of  what  the  aver- 
age payment  is  for  retirees  at  each  age.  Our  estimates  are  based  on 
the  assumption  that  employers  who  offer  these  benefits  will,  on  av- 
erage, pay  only  about  30  percent  as  much  for  people  who  are  on 
Medicare  as  they  will  for  people  who  aren't  on  Medicare,  so  that  is 
our  estimate  of  what  it  cost  them  for  medigap  supplemental  poli- 
cies. 

Mrs.  Johnson.  So  basically,  what  would  happen  is  that  there 
would  be  a  cost  shifting  to  the  public  sector  of  about  70  percent  of 
those  costs,  and  there  would  be  an  incentive,  in  an  era  of  increas- 
ing labor  shortage,  for  people  to  retire  earlier? 

Mr.  Thompson.  I  think  there  would  be  some,  as  we  said,  some 
movement  to  Social  Security  a  little  earlier.  The  shift  would  be  to, 
in  part,  part  B  premiums,  in  part  to  the  general  fund,  and  in  part 
to  payroll  taxes  to  pick  up  the  other  costs. 

Mrs.  Johnson.  Interesting.  That  concludes  my  questions  for  now, 
Mr.  Chairman.  Thank  you. 
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Chairman  Stark.  In  the  proposal,  I  am  not  sure  you  can  com- 
ment on  this,  but  it  is  my  understanding  that  lowering  the  Medi- 
care eligibility  age  to  60  would  cost  about  $25  billion  a  year  by  1997 
when  it  was  fully  phased  in.  Is  that  your  understanding  

Mr.  Thompson.  Well,  that  would  be  consistent  with  our  rough 
calculations. 

Chairman  Stark.  And  assuming  that  there  was  necessary  financ- 
ing such  as  raising  the  payroll  tax  by  about  20  basis  points  and  lift- 
ing the  cap  on  the  wage  base  and  finding  some  alternate  method 
for  part  B,  this  wouldn't  change  the  solvency  projections  of  the 
trust  fund? 

Mr.  Thompson.  I  don't  know  that  independently,  but  I'm  not  sur- 
prised. That  may  be  what  the  calculation  shows.  It  seems  reasona- 
ble. 

Chairman  Stark.  Thank  you. 
Mr.  Thompson.  You  are  welcome. 

Chairman  Stark.  Thank  you  very  much.  I  appreciate  your  begin- 
ning to  gather  data  on  this.  I  am  sure  as  we  hear  proposals  from  a 
variety  of  sources  as  to  what  we  are  going  to  do  about  the  unin- 
sured and  the  retirees,  we  are  going  to  be  calling  on  you  more  to 
provide  us  with  some  kind  of  feeling  about  it. 

I  guess  I  have  one  further  question,  and  this  you  may  or  may  not 
know.  If  we  saved  all  this  money — how  many  hundred  billion  in 
unfunded  liability? 

Mr.  Thompson.  $100  billion. 

Chairman  Stark.  I  beg  your  pardon? 

Mr.  Thompson.  $100  billion. 

Chairman  Stark.  In  unfunded  liabilities? 

Mr.  Thompson.  Well,  that  is  how  much  the  reduction  would  be, 
yes. 

Chairman  Stark.  And  then  $30  or  $40  billion  a  year  in  the  ag- 
gregate, going  out? 

Mr.  Thompson.  $4  billion  a  year. 

Chairman  Stark.  How  much? 

Mr.  Thompson.  $4  billion  a  year  in  annual  outlay. 

Chairman  Stark.  After  that? 

Mr.  Thompson.  Yes. 

Chairman  Stark.  Is  there  any  way  that  we  could  identify  in  a 
microsense  which  corporations  were  receiving  that  benefit?  I  mean, 
it  seems  if  we  are  going  to  give  corporations  $100  billion  and  put 
this  cost  on  the  taxpayers,  we  might  expect  those  corporations  that 
receive  the  bulk  of  the  $100  billion  to  maybe  give  us  back  $20,  $50, 
$75  billion,  and  share  some  of  that  savings  with  us.  Would  that  be 
a  difficult  thing  to  ascertain,  as  to  trace  the  savings? 

Mr.  Thompson.  How  you  would  write  the  tax  law,  I  am  not  sure. 

Chairman  Stark.  I  don't  know  how  you  would  do  that.  I  am  not 
even  sure  I  could  find  the  person. 

Mr.  Thompson.  It  is  clear  in  our  work  that  the  bulk  of  these  li- 
abilities are  concentrated  in  a  relatively  small  number  of  large  cor- 
porations if  you  look  at  who  offers  retiree  health  benefits.  We  did  a 
study  and  something  like  4  percent  of  the  companies  actually  of- 
fered these  benefits  but  they  employed  40  percent  of  the  work 
force,  or  something  in  that  neighborhood.  So  you  see  it  is  

Chairman  Stark.  What  percentage  of  the  work  force? 
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Mr.  Thompson.  Forty  percent,  as  I  recall,  of  the  work  force  was 
employed  in  these  firms,  but  it  is  only  four  percent  of  the  firms.  So 
you  can  see  it  is  the  larger  firms.  It  is  concentrated  in  firms  with 
over  100  workers  that  offer  these  benefits. 

Chairman  Stark.  Thank  you. 

Mrs.  Johnson.  Mr.  Chairman,  may  I  follow  up? 

Chairman  Stark.  Sure. 

Mrs.  Johnson.  I  am  not  sure  I  understood  his  response  to  your 
question.  Are  you  saying  that  extending  Medicare  benefits  to 
people  over  60  would  save  the  private  sector  $100  billion? 

Mr.  Thompson.  Reduced  the  accrued  

Mrs.  Johnson.  Liability,  OK. 

Mr.  Thompson.  Accrued  liabilities,  that  is  the  present  value  of 
the  future  liabilities. 

Mrs.  Johnson.  And  if  their  Medicare  taxes  were  increased,  what 
is  the  net  benefit  for  them? 

Mr.  Thompson.  Well — - 

Mrs.  Johnson.  Let  me  follow  up  on  that  for  a  minute. 
Mr.  Thompson.  Yes. 

Mrs.  Johnson.  For  some,  the  increase  in  Medicare  taxes  would 
be  much  greater  than  the  benefits  they  received,  because  they 
weren't  providing  retirement  benefits  for  their  employees  anyway. 
I  mean,  there  would  be  a  certain  group  of  companies  who  provide 
no  health  care  plans  for  any  of  their  employees  for  whom  the  in- 
crease in  Medicare  taxes  would  be  a  new  burden,  not  offset  by  any 
savings.  Then  there  would  be  a  group,  like  the  steel  and  the  auto 
industries,  that  would  get  an  enormous  benefit  that  would  far  out- 
weigh their  new  tax  burden. 

I  think  it  is  interesting  that  the  people  who  will  benefit  most 
from  this  are  those  companies  who  in  the  past  have  had  greatest 
taxpayer  support  to  provide  high  dollar  value  health  care  benefits 
to  their  employees.  Often  that  tax  subsidy,  which  is  a  tax  expendi- 
ture, has  been  paid  by  people  who  got  no  health  benefits  at  their 
place  of  work  at  all. 

So  in  a  sense,  you  have  really  a  double-barreled  whammy  here 
for  people  who  don't  get  health  benefits  in  their  case  of  employ- 
ment. They  have  tax  subsidized  employers  who  were  providing  ben- 
efits, and  now  they  are  going  to  tax  subsidize  those  employers  get- 
ting off  the  hook  for  having  provided  those  benefits. 

Mr.  Thompson.  You  could  look  at  it  that  way,  yes.  May  I  point 
out  that  the  corporations  individually  face  the  prospect  of  having 
to  book  on  their  balance  sheets,  either  all  at  once  or  phased  in  over 
the  next  20  years,  their  unfunded  liability.  Now  that  is— 

Mrs.  Johnson.  Yes,  I  appreciate  that. 

Mr.  Thompson.  That  is  not  a  cash  outlay.  That  is  just  something 
they  have  to  show  on  their  income  statements  and  their  balance 
sheet. 

Mrs.  Johnson.  I  appreciate  that,  but  the  truth  is  they  should 
have  done  that  from  the  beginning. 

Mr.  Thompson.  I  may  agree  with  that.  Now  the  impact  on  their 
income  statements  of  the  payroll  tax  will  be  a  whole  lot  less,  be- 
cause that  is  an  unfunded  program  that  no  one  proposes  to  convert 
to  a  fully  funded  basis,  so  that  from  the  perspective  of  the  financial 
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statements,  your  cash-out,  cash-in  doesn't  necessarily  look  the  same 
as  what  is  happening  to  your  balance  sheet  as  a  result  of  this  rule. 

Mrs.  Johnson.  That  is  a  good  point.  I  appreciate  that. 

Chairman  Stark.  I  thank  the  panel  very  much. 

Our  next  witnesses  will  comprise  a  panel:  Dallas  Salisbury,  the 
president  of  the  Employee  Benefit  Research  Institute,  and  K.  Peter 
Schmidt,  partner,  Arnold  &  Porter  Welcome  to  the  committee, 
gentlemen.  We  appreciate  your  taking  the  time  to  enlighten  us 
today.  Your  prepared  statements  will  appear  in  the  record  in  their 
entirety.  You  would  probably  help  the  committee  greatly  by  ex- 
plaining them  to  us  in  the  broadest  and  simplest  lay  terms  that 
you  can  muster  as  we  work  through  this. 

Mr.  Salisbury,  why  don't  you  proceed. 

STATEMENT  OF  DALLAS  L.  SALISBURY,  PRESIDENT,  EMPLOYEE 
BENEFIT  RESEARCH  INSTITUTE 

Mr.  Salisbury.  Mr.  Chairman,  it  is  a  pleasure  to  be  here.  I  am 
accompanied  today  by  William  Custer,  the  director  of  research  at 
the  institute  who  has  been  working  on  this  issue  for  some  years 
now. 

What  we  are  seeing  in  the  retiree  medical  area  for  corporations 
is  really  a  trend  that  is  very  similar  to  one  that  we  have  watched 
over  the  last  15  years  in  the  pension  field.  It  is  a  reassessment  of 
the  nature  of  the  benefit  promise  and  the  nature  of  the  plan  design 
and,  if  you  will,  an  increasing  movement  from  a  defined  benefit- 
type  of  promise  closer  to  a  defined  contribution  promise  that  limits 
and  makes  more  certain  the  ongoing  cost  to  the  corporation. 

We  have  seen  corporations  begin  to  make  changes  in  the  retiree 
medical  area,  ranging  from  a  fairly  simple  negotiated  amendment 
that  caps  at  some  future  year  the  employer's  obligation  and  gives 
them  the  ability  to  then  negotiate  the  equivalent  of  inflation  ad- 
justments after,  say,  1995,  1997,  to  an  opposite  extreme  of  corpora- 
tions saying  to  those  not  yet  working  for  the  company,  those  re- 
tired from  us  today  will  have  retiree  medical.  Those  working  for  us 
today  will  have  the  promise  modified.  You  who  are  only  now 
coming  to  work  for  us  should  expect  no  retiree  medical  benefit 
promise. 

We  are  seeing  some  additional  companies  make  minor  changes 
which  could  be  defined  as  simply  applying  to  retirees  the  relatively 
simple,  if  you  will,  adjustments  being  given  to  active  workers — put- 
ting in  premium  copays,  deductibles,  managed  care  to  the  retiree 
population,  and  then  going  ahead  and  under  FAS  106  taking  the 
hit,  if  you  will,  to  the  balance  sheet  to  deal  with  this  liability. 

General  Electric  recently  announced  a  $2.7  billion  adjustment. 
IBM  recently  announced  a  $2.3  billion  adjustment.  Alcoa,  a  one 
time  charge  of  $1  billion.  Lockheed,  $1  billion.  USX  saying  that 
when  they  make  the  adjustment,  it  will  be  somewhere  between  $2 
and  $3  billion.  One  footnote  on  these  adjustments  is  that  based  on 
an  analysis  by  Wall  Street  firms  for  us,  in  all  cases  these  adjust- 
ments have  exceeded  analysts'  expectations  by  about  35  percent. 

Retiree  medical  promises  have  been  principally  in  the  large  em- 
ployment setting.  Within  1988,  approximately  43  percent  of  those 
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over  the  age  of  40  having  a  promise,  a  prospective  promise  to  retir- 
ee medical  benefits. 

How  much  do  they  value  that  benefit?  Based  on  surveys  that 
EBRI  has  had  fielded  by  the  Gallup  organization,  we  find  that  36 
percent  say  that  they  would  not  retire  in  the  absence  of  retiree 
medical  benefits.  This  percentage  jumps  to  43  percent  of  those  with 
incomes  above  $75,000  per  year,  drops  to  26  percent  for  those  with 
an  income  of  less  than  $20,000  a  year. 

An  analysis  looking  at  the  effect  and  the  number  of  people  af- 
fected by  lowering  the  Medicare  eligibility  age  to  age  60,  we  find 
that  about  5  million  people  would  be  immediately  added  to  the 
Medicare  rolls.  Some  1.7  million  of  these  individuals  would  be 
people  who  currently  have  employment-based  coverage  and  would 
shift,  if  you  will,  to  Medicare;  1.4  million  are  individuals  who  have 
other  private  coverage,  principally  individually  purchased;  1.2  mil- 
lion currently  have  no  insurance;  330,000  would  transfer  from  the 
Medicaid  program  to  Medicare,  and  approximately  400,000  from 
CHAMPUS  to  Medicare. 

In  other  words,  of  all  of  those  who  would  be  added  to  Medicare 
by  this  change,  35  percent  would  move  from  employer-based  cover- 
age to  Medicare  plus  employer-based  coverage,  meaning  if  every- 
body was  having  the  same  amount  spent  on  them  35  percent  of  the 
total  cost  of  expansion  of  Medicare  in  this  way  would  be  a  savings, 
if  you  will,  to  corporations  providing  retiree  medical,  and  the  bal- 
ance of  65  percent  would  be  new  expenses  for  Medicare  that  would 
not  be  reductions  from  employers.  They  might  well  be  reductions 
from  Medicaid,  from  CHAMPUS,  from  individuals  who  are  now 
paying  for  coverage. 

If  one  looks  at  the  potential  appeal  or  lack  of  appeal  to  corpora- 
tions in  this  area,  it  comes  down  to  overall  assessments  of  the  pros- 
pects for  the  long-term  viability  of  Medicare,  the  prospects  for  how 
a  change  in  Medicare  would  be  paid  for  in  expansion,  and  concern 
about  getting  credit  for  expenditures  being  made. 

For  employers,  the  vast  majority  of  whom  are  choosing  to  honor 
their  retiree  medical  benefit  promises  to  current  retirees,  this  ends 
up  raising  a  secondary  issue  of  retirement  age.  Many  corporations 
do  believe  that  there  may  be  an  advantage,  as  we  move  out  to 
higher  full  Social  Security  benefit  eligibility  levels,  of  having  indi- 
viduals be  inclined  to  work  longer.  And  as  I  noted,  the  surveys  in- 
dicate employers  can  encourage  people  to  work  longer  by  deferring 
or  delaying  the  age  at  which  they  would  have  retiree  medical  pro- 
tection, so  that  they  would  work  to  keep  that  medical  protection. 

They,  however,  like  the  Congress  looking  at  long-term  projections 
for  Medicare  that  say  potentially  negative  cashflow  by  1997  and  in- 
solvency by  2003,  they  look  at  the  cashflow  implications,  and  un- 
doubtedly there  will  be  companies  that  even  to  the  tune  of  that  35 
percent  might  find  such  a  shift  or  a  change  attractive. 

I  would  be  pleased  to  take  any  questions  after  Mr.  Schmidt  has 
presented  his  statement. 

[The  prepared  statement  follows:] 
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STATEMENT  OF  DALLAS  SALISBURY 
PRESIDENT 
EMPLOYEE  BENEFIT  RESEARCH  INSTITUTE 
BEFORE  THE  SUBCOMMITTEE  ON  HEALTH 
COMMITTEE  ON  WAYS  AND  MEANS 
U.S.  HOUSE  OF  REPRESENTATIVES 
NOVEMBER  5, 1991 

I  am  pleased  to  appear  before  you  this  afternoon  to  discuss  retiree  health  benefits. 
My  testimony  will  examine  the  newly  adopted  accounting  standard  for 
postretirement  benefits  and  its  potential  impact  on  employer-sponsored  retiree 
health  care  plans.  I  will  also  review  current  retiree  health  benefit  coverage  statistics. 
Finally,  I  will  consider  the  impact  of  current  congressional  proposals  to  expand 
Medicare  eligibility  to  cover  early  retirees. 

EBRI  has  long  been  committed  to  the  accurate  statistical  analysis  of  public  policy 
benefits  issues.  Through  our  research,  we  strive  to  contribute  to  the  formulation  of 
effective  and  responsible  health,  welfare,  and  retirement  policies.  Consistent  with 
our  charter,  we  do  not  lobby  or  advocate  specific  policy  solutions. 

♦  Introduction 

In  1960,  9  percent  of  the  population  was  aged  65  and  over.  By  1990,  this  proportion 
had  increased  to  12  percent,  and  it  is  expected  to  increase  to  nearly  24  percent  in  the 
next  40  years  as  the  baby  boom  ages.  These  changing  demographics  are  likely  to  have 
serious  implications  for  the  financing  and  delivery  of  health  care  services  because, 
overall,  the  elderly  use  more  health  care  services  than  others  in  the  population.  In 
1988,  the  elderly  accounted  for  33  percent  of  all  health  care  expenditures  (U.S. 
Congress,  1989).  The  combination  of  an  aging  population  and  continued  rapid 
health  care  cost  inflation  means  that  current  and  future  retirees  face  growing  health 
care  expenses. 

To  help  cover  these  costs,  some  level  of  health  insurance  is  currently  provided  to 
nearly  all  elderly  persons  through  a  combination  of  benefits  from  employers  and  the 
government — employer-provided  retiree  health  benefits  and  Medicare  benefits. 
Both  government  and  employer-based  programs  face  growing  financial  strains. 

Retiree  health  benefits  were  originally  offered  by  many  companies  in  the  late  1950s 
and  1960s  when  business  was  booming  as  a  result  of  economic  expansion  and  there 
were  very  few  retirees  in  relation  to  the  number  of  active  workers.  The  resulting 
liabilities  were  not  substantial,  and  the  financing  of  these  benefits  was  not  of 
concern.  However,  due  to  changing  demographics,  utilization  patterns,  and  rising 
health  care  costs,  many  employers  now  have  higher  retiree-to-active-worker  ratios 
and  growing  retiree  health  liabilities. 

Most  companies  currently  use  pay-as-you-go  financing  (paying  for  retiree  health  care 
benefits  out  of  current  earnings).  This  method  of  financing  involves  no  prefunding 
(that  is,  setting  funds  aside  to  pay  for  retiree  health  benefits  in  the  future). 
Prefunding  may  increase,  though,  with  the  long-anticipated  and  recently  approved 
Statement  No.  106  (FAS  106)  from  the  Financial  Accounting  Standards  Board 
(FASB).  FAS  106  requires  companies  to  recognize  benefit  costs  and  liabilities  as  they 
are  accrued. 

In  response  to  this  newly  adopted  standard  and  health  care  cost  inflation,  many 
companies  are  considering  whether  to  continue  to  provide  a  full  retiree  health 
benefit  or  to  make  a  limited  contribution  to  this  benefit.  Several  companies  have 
already  begun  to  make  changes  to  current  plan  design. 
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♦  FASB  Statement  No.  106  on  Postretirement  Benefits  Other  Than  Pensions 

FASB  Statement  No.  106,  "Employers'  Accounting  for  Postretirement  Benefits  Other 
Than  Pensions"  (FAS  106)— approved  in  December  1990 — requires  liabilities  for 
retiree  health  benefits  to  be  recognized  explicitly  on  companies'  balance  sheets.  FAS 
106  applies  many  of  the  same  principles  that  were  used  in  accounting  for  pensions 
(FAS  87  and  FAS  88)  to  other  postretirement  benefits  (for  example,  health  coverage, 
life  insurance,  long-term  care  insurance,  and  housing).  It  applies  to  current  and 
future  retirees,  their  beneficiaries,  and  qualified  dependents. 

FAS  106  requires  that  a  liability  based  on  the  projected  unit  credit  actuarial  cost 
method  (which  considers  future  benefits  expected  to  be  earned  by  the  employee)  be 
accrued  over  the  period  from  the  first  date  that  the  plan  grants  credits  toward  these 
benefits  (generally  date  of  hire)  to  the  date  that  the  employee  is  fully  eligible.  Under 
FAS  106,  the  amount  of  a  company's  actuarial  present  value  of  benefits  attributed  to 
employee  service  rendered  to  a  particular  date  (accumulated  postretirement  benefit 
obligation)  that  exceeds  plan  assets  will  be  recorded  as  a  liability  on  the  company's 
balance  sheet.1  For  some  companies,  the  retiree  health  care  liabilities  required  to  be 
listed  on  the  balance  sheet  in  accordance  with  FAS  106  will  far  exceed  the  costs  that 
currently  appear  in  financial  statement  footnotes. 

Even  within  these  guidelines,  there  are  several  assumptions  that  employers  must 
use  to  estimate  postretirement  benefit  liabilities.  Most  important  is  the  assumption 
about  health  care  cost  trends  that  implicitly  considers  expected  health  care  inflation, 
changes  in  health  care  utilization  and  delivery,  technological  advances,  and  changes 
in  the  health  status  of  plan  participants.  The  rates  at  which  the  benefits'  expected 
future  cost  is  discounted  (to  their  present  value)  must  also  be  assumed.2 

Several  cost  components  make  up  the  expense  recorded  in  companies'  income 
statements.  Overall,  this  will  require  that,  as  with  other  forms  of  deferred 
compensation,  the  cost  of  providing  postretirement  benefits  according  to  the  terms 
of  the  plan  will  attribute  to  the  employee  during  each  period  of  service. 

The  effective  date  for  adoption  of  this  statement  is  the  fiscal  year  beginning  after 
December  15,  1992,  for  most  employers.  However,  for  certain  small,  nonpublic 
employers  and  non-U.S.  plans,  the  statement  is  effective  for  fiscal  years  beginning 
after  December  15,  1994. 

♦  The  Costs  of  FAS  106  to  Employers 

The  projected  impact  of  FAS  106  has  been  widely  studied.  There  will  be  higher 
expenses  for  sponsoring  companies  under  the  new  standard  than  under  the  current 
pay-as-you-go  system,  due  to  the  need  to  amortize  the  past  obligations  and  to 
expense  benefits  as  earned  rather  than  as  paid.  Analysts  expect  employers  with  these 
benefits  to  record  significant  liabilities  on  their  balance  sheets,  thereby  increasing  the 
amount  of  debt  on  the  balance  sheet  compared  to  equity,  a  commonly  watched 
ratio.3 

EBRI  estimates  that  the  present  value  of  private  employers'  liabilities  for  current 
retiree  health  insurance  obligations  was  approximately  $241  billion  in  1988.  It  is  this 
amount  that  employers  will  be  required  to  recognize  in  their  financial  statements 
with  the  adoption  of  FAS  106.  The  General  Accounting  Office  (GAO)  estimated  these 
earned  liabilities  at  $217  billion,  and  the  liabilities  expected  to  be  incurred  in  the 
future  by  current  employees  at  $175  billion,  for  a  total  of  $402  billion  in  1988.4  More 
recently,  GAO  estimates  that  as  of  1991,  private  employers  had  accrued  retiree  health 
liabilities  of  $296  billion,  with  $93  billion  owed  for  current  retirees  and  $203  billion 
accrued  by  current  employees. 

Other  studies  provide  insight  into  the  effects  of  FAS  106  through  limited  surveys.  It 
is  expected  that  the  median  annual  medical  cost  for  retirees  will  increase  six  times 
after  adoption  of  FAS  106  (Hewitt  Associates,  1990);  pretax  earnings  will  decline  on 
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average  by  10  percent  (Towers,  Perrin,  Forster  &  Crosby  Inc.);  annual  net  income  of 
some  companies  may  decrease  between  30  percent  and  60  percent,  by  one  estimate 
(Integrated  Administrative  Services,  1990). 

Some  analysts  believe  the  market  has  already  taken  these  liabilities  into  account, 
and  their  disclosure  on  the  financial  statements  will  not  significantly  affect  stock 
market  prices.  Nevertheless,  considering  the  magnitude  of  the  retiree  health 
liabilities,  putting  them  on  financial  statements  is  unappealing  to  many  companies. 
Even  among  companies  that  advance  fund  retiree  health  obligations,  very  few  have 
fully  funded  the  obligations. 

Moreover,  expectations  may  significantly  understate  actual  obligations. 
Announcements  of  company  disclosures  to  date  have  consistently  exceeded  "rule- 
of-thumb"  estimates.  For  example,  the  market  estimate  of  General  Electric's  liability 
was  $1.8  billion;  the  company  announced  a  $2.7  billion  pretax  charge  this  fall  (Elliott, 
1991).  And  this  charge  is  likely  to  be  less  than  some  employers  because  GE  was 
already  accruing  part  of  its  future  obligation  for  retirees. 

♦  Plan  Design 

In  reaction  to  FAS  106  and  increases  in  health  care  costs,  some  firms  have  dropped 
the  provision  of  retiree  health  benefits  for  future  retirees  entirely,  while  others  have 
no  plans  to  change  their  existing  plans.  In  between  some  employers  may  place  limits 
on  their  postretirement  medical  benefit  promises,  tie  the  promise  to  length  of 
employment,  or  comprehensively  restructure  the  plan  design.  Overall,  most 
companies  are  or  will  be  evaluating  their  retiree  health  liabilities  and  deciding 
whether  or  not  changes  to  the  current  plan  design  are  necessary. 

Companies  can  design  their  retiree  health  benefit  plans  as  either  defined 
contribution  plans,  defined  dollar  benefit  plans,  or  defined  benefit  plans.  Defined 
contribution  plans  for  retiree  health  are  similar  to  defined  contribution  plans  for 
pensions — the  employer  allocates  a  specified  amount  to  each  employee's  account 
and  usually  relinquishes  the  investment  decisions  to  the  employees  through 
various  investment  options.  This  money  is  then  used  by  the  employee  to  purchase 
health  insurance  after  retirement.  By  definition  (as  in  defined  contribution  plans  for 
pensions),  the  employer  has  no  liability  beyond  the  contributions,  even  though  the 
money  may  not  fully  cover  health  insurance  costs  in  retirement. 

A  second  plan  design  is  a  defined  dollar  benefit.  In  this  plan,  an  employer  promises 
a  maximum  annual  dollar  amount  after  retirement,  to  be  used  toward  the  cost  of 
medical  coverage.  Under  this  scheme,  the  employee  is  responsible  for  any 
remaining  cost  of  coverage  and  thus  carries  the  full  burden  of  the  effects  of  health 
care  cost  inflation  if  the  employer  does  not  provide  increases  in  the  amount 
contributed. 

Third,  companies  can  retain  the  promise  to  pay  the  full  cost  of  medical  coverage 
throughout  retirement  and,  therefore,  assume  the  full  risk  of  medical  inflation 
associated  with  retiree  health  care  liabilities.  These  companies  may,  however, 
introduce  increased  cost  sharing  with  retirees  through  copayments,  deductibles,  etc. 
The  company  also  retains  the  investment  risk  if  there  is  prefunding.  This  type  of 
plan  design,  also  called  a  medical  service  benefit,  was  most  common  when  many  of 
the  retiree  health  plans  were  started  in  the  1950s  and  1960s.  These  plans  present  the 
company  with  perhaps  the  largest  obstacles  for  calculating  liabilities  and  funding 
due  in  large  part  to  the  substantial  size  of  the  liabilities  and  the  uncertainties  of 
medical  inflation. 

Any  change  in  plan  design  alters  an  employer's  obligation  to  employees.  While 
reduced  or  changed  benefits  may  reduce  retiree  health  liabilities,  this  action  may 
lower  employee  morale  and  reduce  a  firm's  ability  to  attract  and  retain  employees. 
Explaining  the  changes  to  employees  may  also  be  costly  for  the  employer. 
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♦  Company  Changes  to  Retiree  Health  Benefits 

A  recent  survey  of  1,100  companies  that  offer  retiree  health  benefits  showed  that 
nearly  one-half  had  changed  or  planned  to  change  their  plans  as  a  result  of  FAS  106. 
Twenty-eight  percent  of  surveyed  companies  had  increased  employee  premium 
contributions  within  the  past  two  years  or  expected  to  do  so  in  1991, 18  percent  began 
to  require  deductibles,  and  14  percent  decreased  benefits.  The  survey  also  found  that, 
while  none  of  the  companies  had  changed  to  a  defined  contribution  type  of  plan  in 
the  past  two  years,  5  percent  expected  to  make  such  a  change  by  1991  (A.  Foster 
Higgins,  1990). 

EBRI's  1991  fall  policy  forum  examined  the  types  of  plan  design  and  funding 
changes  employers  are  making  in  response  to  FAS  106.  Some  companies  have  kept 
their  traditional  plans  but  are  capping  (or  limiting)  employer-provided  benefits  in 
order  to  reduce  the  present  value  of  the  company's  future  health  benefit  obligation. 
This  is  often  done  by  limiting  dollar  contributions  toward  these  costs  in  retirement, 
capping  the  increase  in  the  amount  contributed,  or  requiring  a  long  service  period 
before  employees  become  eligible  to  receive  these  benefits. 

For  example,  AT&T  has  maintained  the  entire  retiree  health  benefit  cost  for  102,200 
retirees,  which  totaled  $319  million  in  1989.  For  employees  retiring  after  March  1, 
1990,  AT&T  pays  for  retiree  premiums  up  to  a  maximum  fixed  amount,  based  on 
the  retiree's  age  and  coverage  type  (single  or  joint).  Retirees  will  be  responsible  for 
the  remainder. 

Quaker  Oats  redesigned  its  retiree  medical  plan,  effective  1989,  to  relate  benefits 
more  equitably  to  service,  to  provide  broader,  more  flexible  service,  and  incorporate 
cost  containment  and  liability  controls.  Its  Retiree  Health  Incentive  Plan,  which  will 
be  updated  annually  to  reflect  inflationary  changes,  is  composed  of  two  parts: 
comprehensive  medical  coverage  and  the  health  expense  account.  The  defined 
contribution  expense  account  replaces  open-ended  first-dollar  benefits.  It  is  available 
to  reimburse  dental,  vision,  hearing,  and  wellness  care,  or  contributions  to  the  plan. 
Quaker  pays  a  majority  of  plan  costs,  while  retirees  contribute  a  percentage  of  costs 
based  on  their  service.  The  longer  an  employee  has  worked  for  the  firm,  the  lower 
the  retiree  contribution,  and  the  higher  the  health  expense  account. 

American  Airlines  redesigned  its  plan  effective  January  1,  1990,  to  include  employee 
contributions  as  a  new  eligibility  requirement  for  retiree  coverage.  Active  employees 
are  required  to  make  monthly  contributions  ($10  for  1990)  for  at  least  ten  years  prior 
to  retirement  to  help  prefund  their  retiree  medical  coverage.  To  retire  with  medical 
benefits,  there  is  a  minimum  employment  period  of  10  years  and  an  age  minimum 
of  55  years.  All  employees  are  automatically  enrolled  to  prefund  their  retiree 
medical  benefits  unless  they  sign  a  program  waiver.  Among  the  employees,  99 
percent  chose  to  participate. 

Some  companies  have  decided  to  use  a  defined  contribution  approach  in  which  a 
specific  amount  of  money  is  set  aside  that  may  or  may  not  be  sufficient  to  cover  all 
retiree  health  costs.  Although  these  plans  are  described  by  the  companies  as 
providing  savings  for  retiree  health  expenses,  the  money  is  not  legally  earmarked 
for  these  expenses.  These  plans  include  ESOPs  and  401  (k)  plans,  with  contributions 
coming  from  either  the  employer  or  employee,  or  both,  depending  on  the  plan's 
provisions. 

The  Ball  Corporation  of  Muncie,  Indiana,  discontinued  its  employer-paid  retiree 
medical  plan  for  persons  hired  after  January  1,  1990,  and  has  instituted  an  employee- 
pay-all  program  to  fund  retiree  medical  costs  for  new  employees.  Ball  hopes  to 
encourage  its  employees  to  save  for  future  medical  care  costs  by  allowing  them  the 
opportunity  to  contribute  after-tax  dollars  into  a  fund.  The  fund  will  be  invested  in 
group  annuity  contracts  that  yield  a  fixed  rate  of  interest,  similar  to  guaranteed 
investment  contracts.  Employees  must  contribute  at  least  2  percent  of  pay  in  order  to 
participate,  and  investment  earnings  may  accrue  tax  free.  There  is  a  debate  among 
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tax  attorneys,  however,  about  whether  or  not  the  Ball  approach  is  permissible  under 
tax  law. 

Some  companies  are  setting  up  hybrid  plans  that  combine  aspects  of  several 
different  types  of  plans.  Procter  and  Gamble  has  used  an  ESOP  and  401(h)  plan 
(HSOP)  to  fund  its  future  retiree  benefit  costs,  beginning  in  fiscal  year  1991-1992. 
This  plan  allows  for  assets  to  grow  tax  free,  and  funds  are  immediately  available  to 
offset  the  accounting  liability  (since  the  funds  are  in  401(h)  accounts).  The  IRS  has 
subsequently  sent  out  a  field  directive  suspending  future  determination  letters  for 
HSOP  arrangements,  pending  notice  from  the  national  office. 

Some  companies  have  elected  to  take  a  one-time  charge  against  their  earnings  to 
comply  with  FAS  106.  General  Electric  Company  announced  September  16  that  it 
would  take  a  one-time  charge  of  $2.7  billion  against  1991  first-quarter  earnings. 
Financial  analysts  have  said  the  company's  strong  balance  sheet  allowed  it  take  the 
hit  at  one  time,  as  did  IBM,  which  took  a  charge  of  $2.26  billion  earlier  this  year.  In 
addition,  ALCOA  announced  a  one-time  pretax  charge  of  $1  billion,  Lockheed 
announced  $1  billion,  and  USX  announced  $2-3  billion  (Elliott,  1991). 

♦  Retiree  Health  Care  Coverage 

In  1988,  43  percent  of  those  aged  40  and  over  had  retiree  health  coverage  through 
their  own  or  their  spouse's  current  or  former  employer,  according  to  EBRI 
tabulations  of  the  August  1988  Current  Population  Survey  (table  l).5  This  includes 
both  private  and  public  employers.  A  recent  Bureau  of  Labor  Statistics  survey  found 
that  41  percent  of  full-time  employees  of  medium-sized  and  large  private  employers 
who  are  covered  by  group  health  insurance  are  eligible  to  receive  employer- 
sponsored  retiree  health  coverage  before  age  65  and  36  percent  can  receive  such 
coverage  at  age  65  and  over  (U.S.  Department  of  Labor,  1990). 

Among  the  50  state  employee  plans,  22  offer  full  retiree  health  benefits  to  those  aged 
65  and  over  (Mackin,  1990).  This  is  an  increase  from  16  state  plans  in  1988.  In  1987, 
48  percent  of  full-time  participants  in  medical  plans  of  state  and  local  governments 
had  health  care  coverage  after  retirement  at  least  partially  paid  for  by  their  employer 
(U.S.  Department  of  Labor,  1988). 

Retiree  health  coverage  differs  by  work  status,  gender,  age  group,  and  family 
income.  Among  those  workers  aged  40  and  over,  38.7  percent  were  covered  by 
employer  health  plans  that  continue  into  retirement,  and  10.1  percent  were  covered 
through  a  past  employer  (table  1).  Among  retirees  aged  40  and  over,  35.7  percent 
received  health  benefits  from  a  former  employer.  Men  were  more  likely  than 
women  to  receive  retiree  health  benefits,  and  much  more  likely  to  have  a  retiree 
health  plan  in  their  own  name. 

Individuals  under  65  and  those  with  higher  family  incomes  were  more  likely  to 
have  retiree  health  coverage  (table  2).  While  43  percent  of  all  individuals  over  age 
40  reported  that  they  had  health  coverage  that  continues  into  retirement,  only  28.5 
percent  of  those  over  65  had  such  coverage.  The  probability  an  individual  over  the 
age  of  40  has  retiree  health  benefits  increases  with  income.  Over  60  percent  of  those 
individuals  over  40  years  of  age  who  live  in  families  with  incomes  greater  than 
$50,000  annually  have  retiree  health  benefits,  compared  with  about  15  percent  of 
those  who  live  in  families  with  incomes  less  than  $10,000. 

Coverage  also  varies  by  firm  size  and  industry.  Among  those  retirees  receiving 
health  coverage  from  a  past  employer,  62  percent  had  worked  in  firms  with  more 
than  1,000  employees,  and  76  percent  had  worked  in  firms  with  100  or  more 
employees  (table  3).  By  comparison,  63  percent  of  all  nonfarm  wage  and  salary 
workers  are  employed  in  firms  with  100  or  more  employees  (Piacentini,  1989).  Fifty- 
four  percent  of  persons  receiving  health  coverage  from  their  employer  work  in 
private  industry,  while  36  percent  work  for  public  employers.  By  comparison,  75 
percent  of  all  nonfarm  wage  and  salary  workers  are  in  private  industry,  and 
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Table  1 
Retiree  Health  Coverage 

Number  and  Percentage  of  Individuals  Aged  40  and  Over  with  Employer  Sponsored 
Retiree  Health  Coverage  by  Work  Status  and  Sex,  August  1988 


Retiree  Health  Coverage 


No  Retiree 


Work  Status 

Current  Employer3 

Former  Employer 

Health 

and  Sex 

Total 

Direct 

Indirect 

Direct 

Indirect 

Coverage 

(in  millions) 

Total 

90.0 

11.8 

10.5 

13.2 

2.9 

51.5 

Work  Status 

Working0 

42.9 

11.8 

4.8 

3.5 

0.8 

22.0 

Retired 

23.8 

na 

1.2 

7.8 

0.7 

14.1 

Otherc 

23.3 

na 

4.5 

1.9 

1.4 

15.4 

Sex 

Male 

41.3 

8.2 

2.1 

7.1 

0.5 

21.9 

Female 

48.7 

3.7 

8.4 

3.2 

2.5 

29.5 

(percentage  within  work  status  and  gender  categories) 

Total 

100.0% 

13.1% 

11.7% 

14.7% 

3.3% 

57.29? 

Work  Status 

Working0 

100.0 

27.5 

11.2 

8.2 

1.9 

51.3 

Retired 

100.0 

na 

4.9 

32.8 

2.9 

59.3 

Otherc 

100.0 

na 

19.5 

8.3 

6.2 

66.0 

Sex 

Male 

100.0 

19.8 

5.0 

17.3 

1.2 

53.1 

Female 

100.0 

7.5 

17.3 

6.6 

5.0 

60.6 

Source:  EBRI  tabulations  of  the  August  1988  Current  Population  Survey. 

a  Respondents  currently  receive  health  coverage  from  an  employer  which  continues  in  retirement. 

0  Includes  current  workers  as  well  as  those  who  reported  that  they  were  looking  for  work  and  those  who 

had  a  job  but  were  not  working  during  the  week  prior  to  the  survey. 

c  Includes  students,  individuals  who  were  unable  to  work,  and  homemakers. 
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Table  2 

Employer-Provided  Retiree  Health  Status  of  Persons  Aged  40  and  Over, 
by  Age  and  Family  Income,  August  1988 


Age  and 
Income 


Total 


Present  Employer 

Covered 

No  Retiree       Covered  by      by  Spouse's 
Health  Employer's  Employer 

Coverage  Plan  Plan 


Past  Employer 

Covered  by 
Covered  by  Spouse's 
Employer's  Employer 
Plan  Plan 


(thousands) 

(percentage) 

Total 

40  and  over 

84,180* 

57% 

13.3% 

11.8% 

14.6% 

3.2% 

65  and  over 

26,524 

71.5 

1.0 

1.8 

21.1 

4.5 

Under  $5,000 

40  and  over 

5,563 

90.7 

1.4 

1.0 

5.6 

1.2 

65  and  over 

2,811 

93.1 

b 

b 

5.8 

0.8 

$5/000-$7/499 

40  and  over 

5,640 

86.2 

1.4 

1.0 

8.5 

2.9 

65  and  over 

3,449 

87.3 

b 

b 

9.4 

2.9 

$7,500-$9,999 

40  and  over 

5,092 

78.0 

2.0 

2.2 

13.6 

4.3 

65  and  over 

2,864 

78.5 

b 

0.6 

16.2 

4.5 

$10/000-$14,999 

40  and  over 

11,205 

69.7 

3.7 

4.0 

17.9 

4.7 

65  and  over 

5,509 

69.5 

b 

0.8 

23.4 

6.1 

$15,000-$19,999 

40  and  over 

15310 

57.7 

11.0 

9.1 

18.3 

3.8 

65  and  over 

5396 

62.9 

1.0 

2.4 

28.4 

5.4 

$20,0OO-$29,999 

40  and  over 

13,095 

48.1 

17.4 

15.2 

16.3 

3.0 

65  and  over 

2,914 

61.3 

1.8 

3.0 

29.1 

4.8 

$30,000-$49,999 

40  and  over 

18,081 

40.9 

22.8 

19.6 

14.3 

2.5 

65  and  over 

2,435 

59.1 

2.8 

4.5 

29.0 

4.6 

$50,000  and  over 

40  and  over 

10,194 

37.6 

24.0 

22.7 

12.7 

2.9 

65  and  over 

1,145 

55.6 

6.6 

8.0 

24.2 

5.6 

Source:  Employee  Benefit  Research  Institute  tabulations  of  the  August  1988  Current  Population  Survey.  This 
universe  consists  of  all  persons  aged  40  and  over  in  the  U.S.  civilian  noninstitutionalized  population  living  in 
households. 

aTotal  is  less  than  in  table  3  because  it  excludes  those  who  did  not  know  their  family  income  or  did  not  answer 
the  question. 

'-'Less  than  0.5  percent  of  age  group  total. 
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Table  3 

Retirees  Receiving  Health  Coverage 
from  Past  Employer,  by  Firm  Size  and  Industry, 
August  1988 

Firm  Size  Covered  by  Own 

and  Industry  Employer  Plan 

Total  (thousands)  10,358 


Firm  Size 

Fewer  than  20  3.7% 

20-99  5.8 

100-249  5.1 

250^99  4.3 

500-999  4.8 

1,000  or  more  61.8 

Don't  know/ no  response  14.5 

Industry 

Private  54.1 
Government 

federal  16.4 

state  and  local  19.4 

Self-employed  1.3 

Unemployed  a 

Don't  know/no  response  8.7 


Source:  Employee  Benefit  Research  Institute  tabulations  of  the  August  1988  Current 
Population  Survey.  This  universe  consists  of  all  persons  aged  40  and  over  in  the 
U.S.  civilian  noninstitutionalized  population  living  in  households. 
aLess  than  0.5  percent  of  the  total. 
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15  percent  work  for  public  employers  (Piacentini,  1989),  implying  that  public 
employers  are  more  likely  to  provide  this  benefit. 

♦  Public  Attitudes  Towards  Retiree  Health 

In  a  recent  EBRI  survey  conducted  by  The  Gallup  Organization,  59  percent  of 
respondents  who  had  not  yet  retired  said  they  expect  to  receive  retiree  health 
insurance  coverage  through  their  former  employer  (Employee  Benefit  Research 
Institute/The  Gallup  Organization,  Inc.,  1991).  Sixty-five  percent  of  those  who  plan 
to  retire  before  age  65  expect  to  receive  coverage  compared  with  50  percent  of  those 
who  plan  to  retire  at  age  66  or  older.  The  provision  of  retiree  health  benefits  was  a 
major  consideration  in  the  decision  of  when  to  retire.  Among  nonretired  persons, 
only  36  percent  would  retire  before  they  were  eligible  for  Medicare  if  their  employer 
did  not  provide  health  benefits  for  retirees.  This  percentage  jumps  to  43  percent  for 
those  with  an  income  of  $75,000  or  more  and  drops  to  26  percent  for  those  with  an 
income  of  less  than  $20,000. 

♦  Pending  Medicare  Expansion  Proposals 

I  was  asked  to  discuss  current  legislative  proposals  to  expand  Medicare  eligibility  to 
cover  early  retirees.  EBRI  has  analyzed  both  H.R.  3205  and  H.R.  1444  to  estimate  the 
effects  of  each  proposal  on  health  care  coverage  for  early  retirees. 

Under  House  Ways  and  Means  Chairman  Rostenkowski's  comprehensive  health 
care  reform  proposal  (H.R.  3205),  the  Medicare  eligibility  age  would  be  gradually 
reduced  to  age  60  by  1997.  In  addition,  employers  would  be  required  to  provide  basic 
health  insurance  coverage  to  all  employees  or  pay  an  excise  tax  to  help  finance  a 
newly  created  public  plan.  Individuals  not  covered  under  an  employer  plan  or 
another  public  plan  such  as  Medicare  or  Medicaid  would  be  insured  under  the  new 
public  plan. 

EBRI  analysis  found  that  if  all  the  provisions  of  H.R.  3205  were  fully  implemented 
in  1989,  total  Medicare  enrollment  would  have  increased  by  as  much  as  5.0  million 
individuals  (table  4).  The  new  enrollees  would  include  two-thirds  of  the  1.2  million 
individuals  aged  60-64  who  were  previously  uninsured.  Individuals  whose 
primary  source  of  coverage  before  enactment  was  individually  purchased  private 
health  insurance  (0.9  million),  Medicaid  (0.3  million),  or  CHAMPUS/CHAMPVA6 
(0.4  million)  would  also  gain  Medicare  coverage.  Generally,  Medicare  would 
become  the  primary  source  of  coverage  for  all  r.onworkers  not  covered  by  the  group 
health  plan  of  a  working  family  member. 

The  remaining  0.4  million  working  uninsured  could  gain  coverage  through  either 
an  employment  based  plan  or  the  new  public  plan.7  Other  workers  who  relied  on 
individually  purchased  private  coverage  (0.5  million),  CHAMPUS/CHAMPVA  (0.1 
million),  Medicaid  (0.03  million),  and  Medicare  (0.04  million)  as  their  primary 
source  of  coverage  before  enactment  would  also  switch  to  either  employment  based 
coverage  or  the  new  public  plan.  Individuals  currently  covered  by  a  group  health 
plan  as  a  dependent  would  keep  employment  based  coverage  as  long  as  either  the 
individual  or  the  head  of  household  are  currently  employed.8 

Some  individuals  whose  primary  source  of  coverage  under  existing  law  is 
employment  based  may  use  Medicare  as  their  primary  source  of  coverage  after 
enactment.  This  would  include  retired  and  other  nonworking  individuals  whose 
direct  employer  sponsored  coverage  was  through  a  former  employer.  In  addition, 
some  workers  may  choose  to  retire  because  they  could  now  receive  health  coverage 
under  Medicare. 

A  proposal  (H.R.  1444)  offered  by  Subcommittee  on  Health  Chairman  Stark  would 
permit  Social  Security  recipients  aged  62  years  or  older,  spouses  (who  are  aged  62  or 
older)  of  Medicare  beneficiaries,  and  children  of  Medicare  beneficiaries  to  buy 
coverage  under  the  Medicare  program.  In  addition,  the  bill  would  provide  Medicare 
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Table  4 

Health  Insurance  Coverage  under  Current  Law  and 
Estimated  Coverage  After  Enactment  of  H.R.  3205  for  Individuals  Aged  60-64 


Before  After 
Source  of  Primary  Coverage3  Enactment   Enactment 

(in  thousands) 


Total  Aged  60-64 

10,683 

10,683 

0 

Employment  Based 

6,587 

4,896 

-l,690b 

Other  Private  Coverage 

1,404 

0 

-1,404 

Medicare 

'715 

5,786 

5',072 

CHAMPUS/CHAMPVA 

413 

0 

-413 

Medicaid 

330 

0 

-330 

Uninsured 

1,235 

0 

-1,235 

Total  Working  Aged  60-64c 

4,282 

4,282 

0 

Employment  Based 

3,163 

4,282 

1,119 

Other  Private  Coverage 

522 

0 

-522 

Medicare 

36 

0 

-36 

CHAMPUS/CHAMPVA 

126 

0 

-126 

Medicaid 

28 

0 

-28 

Uninsured 

407 

0 

-407 

Total  Retired  Aged  60-64d 

2,445 

2,445 

0 

Employment  Based 

1,508 

109 

-1,399 

Other  Private  Coverage 

264 

0 

-264 

Medicare 

244 

2336 

2,091 

CHAMPUS/CHAMPVA 

116 

0 

-116 

Medicaid 

57 

0 

-57 

Uninsured 

255 

0 

-255 

Total  Other  Aged  60-64e 

3,956 

3,956 

0 

Employment  Based 

1,915 

505 

-1,410 

Other  Private  Coverage 

617 

0 

-617 

Medicare 

434 

3,451 

3,016 

CHAMPUS/CHAMPVA 

171 

0 

-171 

Medicaid 

245 

0 

-245 

Uninsured 

573 

0 

-573 

Source:  EBRI  tabulations  using  the  March  1990  Current  Population  Survey. 

individuals  are  classified  according  to  their  source  of  primary  coverage.  Those  with  more  than  one 
source  of  coverage  were  included  in  only  one  category  based  on  the  following  hierarchy:  employment 
based  insurance,  Medicare,  CHAMPUS/CHAMPVA,  individually  purchased  private  insurance,  and 
Medicaid. 

^Employment  based  health  coverage  may  be  lower  after  enactment  than  indicated  due  to  several 
factors.  Some  employers  may  choose  to  enroll  their  employees  in  the  public  plan  rather  than 
Medicare.  In  addition,  some  workers  may  be  only  part-time  and  may  not  be  eligible  for  their 
employer's  plan.  Finally,  workers  aged  60  to  64  may  choose  to  retire  earlier  because  of  the 
availability  of  Medicare. 

includes  individuals  whose  primary  activity  during  the  week  prior  to  the  survey  was  working. 

^Includes  individuals  whose  primary  activity  during  the  week  prior  to  the  survey  was  being  retired. 

eIncludes  individuals  whose  primary  activity  during  the  week  prior  to  the  survey  was  looking  for 
work,  keeping  house,  or  going  to  school.  Also  includes  those  who  were  unable  to  work,  and  those 
whose  primary  activity  was  something  not  mentioned  by  the  survey. 
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coverage  to  Social  Security  disability  recipients  aged  62  or  older  without  any  waiting 
period. 

EBRI  research  found  that  more  than  4.1  million  individuals  aged  62  to  64  were  in  a 
family  where  at  least  one  member  received  Social  Security  benefits  in  1989  (table  5). 
This  includes  disabled  workers,  early  retirees,  and  their  dependents.  Fifty-five 
percent  of  these  individuals  were  covered  by  employment  based  coverage  and  11 
percent  were  covered  by  Medicare  (table  5).  The  remaining  34  percent  were  covered 
by  individually  purchased  private  health  insurance  (15  percent), 
CHAMPUS/CHAMPVA  (4  percent),  Medicaid  (2  percent),  or  did  not  have  health 
insurance  coverage  (12  percent). 

Social  Security  beneficiaries  and  their  dependents  would  be  able  to  purchase 
Medicare  under  H.R.  1444.  About  13  percent  of  all  Social  Security  beneficiaries  aged 
62  to  64  were  disabled,  63  percent  were  early  retirees,  and  the  remaining  24  percent 
were  dependents  of  these  individuals  in  1988  (Social  Security  Administration,  1991). 
Applying  these  proportions  to  the  1989  beneficiaries,  EBRI  estimates  that  2.6  million 
individuals  receiving  early  retirement  benefits  under  Social  Security  would  become 
eligible  to  purchase  Medicare  under  H.R.  1444.  Nearly  one  million  dependents  of 
early  retirement  beneficiaries  and  disability  beneficiaries  would  also  be  eligible  to 
buy  into  Medicare.  The  proportion  of  those  choosing  to  purchase  coverage  will  be 
directly  related  to  the  cost  of  that  coverage.  Dependents  would  only  be  eligible  to 
purchase  coverage  if  the  Social  Security  beneficiary  in  their  household  had 
purchased  coverage. 

H.R.  1444  would  provide  Medicare  coverage  to  disabled  workers  aged  62-64  without 
the  two  year  waiting  period  required  under  current  law.  EBRI  estimates  that  13 
percent  of  the  4.1  million  individuals  aged  62  to  64  in  families  with  a  Social  Security 
beneficiary,  or  554  thousand  individuals,  were  disability  recipients  who  would 
become  eligible  for  Medicare  under  H.R.  1444.  Unlike  the  early  retirement 
beneficiaries  and  their  dependents  discussed  above,  these  individuals  would  not  be 
required  to  purchase  Medicare. 

Removing  the  two  year  waiting  period  for  disabled  beneficiaries  aged  62  to  64  may 
have  a  small  impact  on  total  Medicare  enrollment.  EBRI  estimates  that  only  about 
114  thousand  disability  beneficiaries  aged  62  to  64  would  gain  Medicare  coverage 
under  H.R.  1444.  Generally,  only  the  disabled  and  individuals  with  end  stage  renal 
disease  are  eligible  for  Medicare  before  age  65.  The  latter  group  generally  account  for 
less  than  two  percent  of  all  nonelderly  Medicara  recipients.  Nearly  450  thousand 
individuals  aged  62  to  64  in  families  where  at  least  one  member  received  Social 
Security  benefits  were  enrolled  in  Medicare  in  1989.  Assuming  that  2  percent  of 
these,  or  9  thousand  individuals,  were  eligible  because  of  end-stage  renal  disease, 
EBRI  estimates  that  440  thousand  disabled  beneficiaries  received  Medicare  in  1989. 
This  suggests  that  only  114  thousand,  or  21  percent  of  all  disability  beneficiaries  in 
this  age  group,  were  not  covered  by  Medicare  in  1989. 

♦  Conclusions 

Retiree  health  insurance  benefits  are  a  common  provision  of  large  employers' 
benefit  packages,  both  private  and  public.  FAS  106  has  brought  the  full  financial 
impact  of  these  benefits  to  the  forefront,  causing  many  private  employers  to 
reevaluate  their  plans  and  to  consider  limiting  or  eliminating  them.  For  those 
employers  who  do  continue  providing  benefits  at  some  level,  there  are  few  funding 
vehicles  available,  all  of  which  have  significant  limitations. 

Medicare  provides  a  wide  range  of  health  benefits  to  the  elderly.  However,  this 
program  is  facing  a  difficult  financial  situation  and  according  to  the  Health  Care 
Financing  Administration,  the  program  could  have  negative  cash  flow  by  1997  and 
be  insolvent  by  2003. 
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Table  5 

Individuals  Aged  62-64  in  Families  Where  One  or  More  Members  Received 
Social  Security  in  1989  by  Health  Insurance  Coverage  and  Major  Activity 


Major  Activity  Last  Week 


Primary  Source  of  Coverage3 

Total 

Working 

Retired0 

Otherd 

(thousands) 

Total 

4,155 

812 

1,475 

1,867 

Employment  Based 

2,282 

516 

905 

861 

Direct 

1,487 

415 

695 

377 

Indirect 

796 

101 

211 

484 

Other  Private 

636 

152 

167 

318 

Medicare 

449 

e 

175 

254 

CHAMPUS/CHAMPVA 

183 

e 

62 

88 

Medicaid 

86 

e 

e 

70 

Uninsured 

519 

89 

153 

277 

(percentage  within  major  activity  categories) 

Total 

100% 

100% 

100% 

100% 

Employment  Based 

55 

64 

61 

46 

Direct 

36 

51 

47 

20 

Indirect 

19 

12 

14 

26 

Other  Private 

15 

19 

11 

17 

Medicare 

11 

e 

12 

14 

CHAMPUS/CHAMPVA. 

4 

e 

4 

5 

Medicaid 

2 

e 

e 

4 

Uninsured 

12 

11 

10 

15 

Source:  EBRI  tabulations  using  the  March  1990  Current  Population  Survey. 

individuals  are  classified  according  to  their  source  of  primary  coverage.  Those  with  more  than  one 
source  of  coverage  were  included  in  only  one  category  based  on  the  following  hierarchy:  employment 
based  insurance,  Medicare,  CHAMPUS,  individually  purchased  private  insurance,  and  Medicaid. 

^Includes  individuals  whose  primary  activity  during  the  week  prior  to  the  survey  was  working. 

includes  individuals  whose  primary  activity  during  the  week  prior  to  the  survey  was  being  retired. 

•^Includes  individuals  whose  primary  activity  during  the  week  prior  to  the  survey  was  looking  for 
work,  keeping  house,  or  going  to  school.  Also  includes  those  who  were  unable  to  work,  and  those 
whose  primary  activity  was  something  not  mentioned  by  the  survey. 

eToo  small  to  be  statistically  significant. 
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Both  private  and  public  financing  of  retiree  health  benefits  are  likely  to  be  limited  in 
the  future  as  health  care  inflation  continues  to  increase.  Demographic  trends  and 
the  history  of  health  care  costs  in  the  United  States  suggest  that  continuing,  if 
slower,  growth  in  spending  for  the  elderly's  health  care  is  inevitable.  The 
combination  could  leave  retirees  paying  more.  This  increases  the  need  for 
individuals  to  find  ways  to  finance  retiree  health  care  in  the  future.  This  prospect  is 
likely  to  force  continued  reevaluation  of  how  th;s  care  is  financed  and  who  should 
pay. 

I  appreciate  the  opportunity  to  testify  before  you  this  afternoon.  EBRI  has  published 
several  studies  on  retiree  health  care,  many  of  which  are  listed  on  the  attached 
bibliography.  We  would  be  happy  to  provide  you  and  your  staff  copies  of  any  of  our 
publications  and  I  would  be  happy  to  answer  any  questions  you  may  have  at  this 
time. 
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♦  Endnotes 

1  It  is  not  required  that  this  liability  be  recognized  in  its  entirety  immediately  on  the  balance  sheet  due 
to  some  phase-in  and  amortization  provisions. 

2  This  should  be  based  on  current  rates  of  return  on  high-quality,  fixed-income  investments  in  amounts 
and  with  maturities  that  match  the  amount  and  timing  of  the  expected  future  benefit  payments. 

3  As  a  result,  this  change  in  the  debt-equity  ratio  may  affect  the  covenants  on  current  or  future  debt, 
resulting  in  higher  interest  rates  or  lower  amounts  of  debt  allowed.  This  secondary  effect  is  difficult 
to  estimate. 

4  The  difference  between  EBRI  and  the  GAO  number  for  current  liabilities  is  due  in  part  to  different 
assumptions  about  health  care  cost  inflation.  EBRI  assumes  that  health  care  cost  inflation  will 
continue  to  exceed  general  inflation  but  that  the  difference  between  the  rates  will  gradually  decline 
over  the  next  25  years,  converging  at  33  percent  in  the  year  2013.  GAO  assumes  that  health  care  cost 
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inflation  will  exceed  general  inflation  by  3.5  percentage  points  in  the  years  1988  to  2001,  by  2.75 
percentage  points  from  the  year  2016  on. 
^  All  EBRI  tabulations  of  the  August  1988  Current  Population  Survey  are  for  the  civilian 
noninsrirutionalized  population  of  the  United  States  living  in  households. 

6  The  Civilian  Health  and  Medical  Program  for  the  Uniformed  Services  (CHAMPUS)  provides  health 
insurance  coverage  for  dependents  of  active  duty  military  workers  while  the  Civilian  Health  and 
Medical  Program  for  the  Veterans  Administration  (CHAMPVA)  provides  similar  coverage  to  the 
dependents  of  retired  military  workers. 

7  EBRI  estimates  may  overstate  the  number  of  people  aged  60-64  receiving  group  health  coverage  under 
H.R.  3205.  The  analysis  assumes  that  all  workers  would  gain  coverage  under  an  employment  based 
plan.  However,  some  employers  may  choose  to  enroll  their  employees  in  the  public  plan  rather  than 
provide  coverage.  In  addition,  part-time  workers  may  not  be  eligible  for  their  employer's  plan 
following  the  expansion  and  would  enroll  in  the  public  plan. 

8  Head  of  household  is  defined  as  the  family  member  with  the  greatest  personal  earnings. 
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Chairman  Stark.  Fine. 

Mr.  Schmidt,  would  you  like  to  proceed? 

STATEMENT  OF  K.  PETER  SCHMIDT,  PARTNER,  ARNOLD  & 
PORTER,  WASHINGTON,  DC 

Mr.  Schmidt.  Thank  you,  Mr.  Chairman. 

My  name  is  Peter  Schmidt.  I  am  a  partner  at  the  Washington 
law  firm  of  Arnold  &  Porter,  and  I  am  appearing  here  today  at  the 
invitation  of  the  subcommittee  to  provide  a  brief  overview  of  the 
current  legal  framework.  I  think  perhaps  I  am  the  one  that  you 
meant  to  direct  the  question  at  earlier. 

Chairman  Stark.  Go  very  slowly  through  this,  will  you? 

Mr.  Schmidt.  Certainly.  The  controversy  in  this  area  generally 
arises  where  an  employer  seeks  to  cut  back  or  eliminate  previously 
provided  retiree  health  coverage.  I  have  a  written  statement  for 
the  record.  Mr.  Chairman,  with  your  permission,  I  would  include  a 
more  detailed  paper  that  I  did  for  EBRI  some  years  ago. 

Chairman  Stark.  Which  will  also  appear  in  the  record,  without 
objection. 

Mr.  Schmidt.  One  starts  the  legal  analysis  here,  as  one  does  with 
any  employee  benefits  matter,  with  the  Employee  Retirement 
Income  Security  Act  of  1974,  ERISA.  And  there  are  two  aspects  of 
ERISA  that  are  of  particular  interest  here. 

First  is  that,  as  you  know,  Mr.  Chairman,  ERISA  provides  a  good 
deal  of  substantive  regulation  of  pensions.  But  by  the  same  token, 
it  provides  almost  nothing  substantively  with  respect  to  health  ben- 
efits. With  pensions,  for  example,  there  are  vesting  rules.  General- 
ly, after  a  worker  has  been  covered  by  a  plan  for  5  years,  whatever 
he  has  earned  until  that  date  and  whatever  he  earns  thereafter 
under  the  pension  plan  is  nonforfeitable.  He  can't  lose  it  for  any 
reason  at  all. 

There  are  also  funding  rules  under  ERISA  which  

Chairman  Stark.  Unless  he  invested  his  money  in  Executive  Life 
of  California. 

Mr.  Schmidt.  He  can't  lose  the  right  to  the  pension,  but  the 
assets  to  fund  the  pension  may  be  lost,  although  then  the  Pension 
Benefit  Guaranty  Corporation  is  there,  at  least  to  some  extent. 

The  other  significant  substantive  rule  with  respect  to  pensions  is 
that  they  have  to  be  funded  under  ERISA.  Now  there  are  no  equiv- 
alent ERISA  rules  with  respect  to  health  benefits.  In  fact,  there  are 
significant  tax  disincentives  to  prefunding  health  benefits,  retiree 
health  benefits,  and  there  are  no  requirements  that  they  be 
funded. 

Now  it  may  be  argued  that  this  is  perfectly  logical  with  respect 
to  some  types  of  health  benefits.  For  active  workers,  for  example, 
one  normally  thinks  of  health  coverage  as  being  coincident  with 
employment,  and  the  current  costs  of  that  kind  of  coverage  being 
just  like  a  wage  that  should  be  paid  as  the  worker  incurs  the  cov- 
ered health  costs. 

If,  for  example,  I  leave  an  employer,  I  wouldn't  expect  generally, 
after  a  voluntary  switch  of  employers,  the  original  employer  to 
keep  funding  my  health  benefits.  And  if  I  become  dissatisfied  with 
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the  coverage  that  I  have  with  my  current  worker,  I  can  look  for 
other  employment.  I  can  look  for  other  coverage. 

But  retiree  health  benefits  are  somewhat  different,  and  in  some 
respects  share  pension-type  characteristics.  First,  retiree  health 
benefits  are  obviously  not  coincident  with  employment,  since  they 
begin  only  upon  retirement.  And  second,  retired  workers  who  have 
continuing  health  benefit  expectations  look  solely  to  the  employer 
from  which  they  retired.  If  the  employer  goes  out  of  business  or 
benefits  are  otherwise  curtailed  there,  retired  workers  don't  have 
the  option  of  retiring  from  somewhere  else. 

ERISA  addresses  these  issues  in  the  pension  context,  but  it  does 
not  with  respect  to  retiree  health,  which  brings  me  to  the  second 
aspect  of  ERISA  that  is  relevant  here.  ERISA  has  a  very  broad  ex- 
plicit preemption  clause,  which  specifically  provides  that  State  law, 
whether  statutory  or  judicially  developed,  is  superseded  by  ERISA 
insofar  as  the  State  law  relates  to  any  employee  benefit  plan. 

Now  this  is  so  even  where,  as  we  have  noted  with  respect  to  re- 
tiree health  benefits,  there  is  no  substantive  regulation  in  ERISA. 
So  that  leaves  a  regulatory  void.  And  to  fill  that  void,  courts  have 
created  a  body  of  Federal  common  law,  because  retirees  who  have 
lost  coverage  don't  simply  look  to  ERISA  and  see  that  there  is 
nothing  there  to  protect  them  and  say,  I  guess  I  am  out  of  luck. 
They  bring  lawsuits,  and  the  courts  have  to  decide  those  lawsuits 
and  they  have  to  decide  them  on  some  principles.  And  lacking  any 
explicit  principles  in  ERISA,  they  have  to  create  principles. 

What  the  courts  have  done  in  this  context  is  to  look  to  generally 
applicable  contract  law  and  principles.  So  in  rough  terms,  courts 
have  asked  the  following  question.  What,  if  any,  promise  was  made 
to  workers,  and  what,  if  any,  reservations  did  the  employer  make 
of  rights  to  amend  that  promise?  In  other  words,  contract  analysis 
does  not  produce  a  universal  answer  applicable  to  all  fact  patterns. 
For  example,  one  might  imagine  a  rule  that  says  once  a  worker  re- 
tires, having  been  promised  retiree  health  benefits,  they  couldn't 
thereafter  be  curtailed.  But  there  is  no  such  simple,  universally-ap- 
plicable rule  that  has  been  adopted  by  the  courts.  Instead,  the 
courts  have  examined  the  underlying  facts  to  see  exactly  what  kind 
of  promise  was  made  and  what  reservations,  if  any,  the  employer 
made  of  his  rights  to  terminate  or  otherwise  modify  the  program. 

Now,  how  have  courts  gone  about  this?  Well,  as  in  any  contract 
matter,  the  courts  begin  with  an  analysis  of  the  contract  itself.  If 
the  contract  is  clear  on  the  question,  there  is  no  need  for  further 
inquiry.  Here,  however,  the  discussion  often  begins  with  the  ques- 
tion of  what  constitutes  the  contract?  That  is,  what  should  be  ana- 
lyzed? 

If  there  is  a  collective  bargaining  agreement,  analysis  generally 
begins  there.  In  many  instances,  however,  there  is  no  written  plan 
or  other  agreement,  and  the  very  contract  to  be  analyzed  must  first 
be  implied  or  derived.  Courts  then  must  look  to  such  evidence  as 
summary  booklets  or  testimony  regarding  oral  statements  made  by 
the  employer  or  his  representatives,  for  example,  at  hiring  or  exit 
interviews.  Occasionally,  this  inquiry  ends  with  a  review  of  the  ap- 
propriate document,  where  the  document  provides  a  clear  and  un- 
ambiguous answer,  or  at  least  the  court  so  concludes.  The  unambig- 
uous answer  can  be  either  way.  It  may  be  that  the  retirees  have,  in 
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fact,  been  promised  benefits  that  won't  be  modified,  and  the  court 
then  enforces  the  promise,  or  some  courts  examining  particular 
facts  have  concluded  that  the  employer  clearly  reserved  the  right 
to  curtail  or  otherwise  modify  the  promise,  and  the  employer  is 
then  allowed  to  do  so. 

Frequently,  however,  the  contract  language  is  ambiguous,  and 
courts  have  looked  to  inferences  drawn  from  other  contract  terms 
or  to  extrinsic  evidence  of  the  parties'  original  intent.  Since  con- 
tracts are  essentially  agreements  which  supposedly  reflect  a  meet- 
ing of  the  contracting  parties'  minds,  the  parties'  intent  is  some- 
times stated  to  be  the  pivotal  point. 

And  so  in  this  context,  courts  have  examined  the  following:  Sum- 
mary plan  descriptions,  other  benefit  summary  booklets,  personnel 
material,  oral  statements  to  employees  from  personnel  managers 
or  others,  specific  durational  clauses  in  other  parts  of  the  contract. 
For  example,  a  contract  may  specifically  provide  for  the  termina- 
tion of  insurance  benefits  of  active  employees  but  not  have  any 
such  limitation  with  respect  to  retirees.  Courts  have  drawn  an  in- 
ference there  that  the  retiree  benefit  could  not  be  curtailed. 

And  also,  courts  have  looked  to  the  conduct  of  the  parties.  For 
example,  where  benefits  have  continued  past  the  expiration  of  a 
collective  bargaining  agreement,  courts  have  sometimes  drawn  the 
implication  that  the  continued  entitlement  isn't  a  function  of  cur- 
rent agreements,  and  therefore  it  doesn't  end  when  the  contract 
ends.  Sometimes  the  other  inference  can  be  drawn  from  conduct. 
For  example,  if  retiree  benefits  have  previously  been  curtailed  or 
modified  without  complaint  from  the  retirees,  courts  sometimes 
draw  the  implication  that  retirees  didn't  understand  that  they  had 
some  sort  of  vested  right  to  a  benefit  that  couldn't  be  changed  or 
modified. 

Contract  law  has  proven  workable  in  this  context,  but  it  certain- 
ly has  its  shortcomings.  First,  as  noted  previously,  it  provides  little 
advance  certainty.  Even  with  all  the  facts  spread  before  them, 
workers,  employers,  and  their  respective  lawyers  are  frequently  un- 
certain as  to  how  a  court  will  ultimately  come  out  on  the  employ- 
ee's legal  ability  to  cut  back  or  eliminate  benefits. 

Second,  searching  for  the  parties'  original  intent  has  been  criti- 
cized as  missing  the  mark  on  grounds  that  the  circumstances  lead- 
ing to  the  proposed  curtailment  were  quite  likely  never  anticipated 
by  the  parties.  Is  it  realistic  to  think  that  three  or  more  decades 
ago,  parties  anticipated  the  enormous  run-up  in  health  care  costs 
or  the  decline  of  particular  industries  and  the  resultant  skewing  of 
the  number  of  retirees  compared  to  both  the  number  of  active  em- 
ployees and  the  employers'  gross  revenues? 

It  is  these  kinds  of  pressures  that  have  frequently  brought  about 
attempts  to  modify  retiree  health  benefits,  and  I  believe  that  in 
many  circumstances  when  the  benefits  were  first  put  into  effect, 
these  kinds  of  circumstances  were  simply  not  anticipated  by  the 
parties.  So  there  are  those  who  believe  that  these  issues  require 
more  than  neutral  contract  principals.  Now  some  courts  have 
added  a  gloss  on  contract  law  analysis.  The  sixth  circuit,  for  in- 
stance, has  said  that  retiree  health  benefits  are  a  status  benefit.  In 
other  words,  they  are  a  function  of  being  retired,  and  as  such  enjoy 
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an  inference  that  the  benefits  are  to  continue  so  long  as  the  status 
of  retirement  continues. 

Several  circuits  have  agreed  on  this  point,  although  they  general- 
ly note  that  this  is  simply  an  inference,  not  even  a  presumption, 
certainly  not  a  conclusive  presumption  but  one  of  the  factors  to  be 
taken  into  account.  But  other  circuits,  most  notably  the  eighth  cir- 
cuit, have  disagreed,  stating  that  entitlement  is  to  be  judged  on  a 
neutral  basis  with  no  inference  aiding  worker  claimants. 

In  1984,  a  Federal  district  court  in  the  sixth  circuit  took  the 
status  benefit  approach  one  step  further  and  held  that  even  if  the 
employer  does  explicitly  and  unambiguously  reserve  the  right  to 
terminate  coverage,  retirees  acquire  a  vested  contractual  right  to 
continued  coverage  when  they  complete  their  employment  with  the 
employer.  This  is  the  simple  rule  that  I  suggested  earlier  might 
exist,  but  has  not  been  adopted  by  the  courts.  And  so  this  decision 
certainly  would  have  created  Federal  common  law  with  real  cer- 
tainty as  to  benefit  entitlement,  but  the  decision  was  shortlived,  ul- 
timately being  reversed  by  the  sixth  circuit  itself. 

Bankruptcy  muddies  the  waters  even  further.  One  might  assume 
that  an  employer  who  through  appropriate  contractual  reserva- 
tions is  free  to  terminate  retiree  coverage  on  the  eve  of  bankrupt- 
cy, applying  the  contract  law  analysis  we  have  discussed  previous- 
ly, could  freely  do  so  the  next  day  or  thereafter,  once  it  has  filed  a 
bankruptcy  petition. 

However,  in  the  last  couple  of  years,  the  Bankruptcy  Code  was 
amended  by  the  addition  of  section  1114,  which  calls  that  assump- 
tion into  question.  In  general,  employers  are  entitled  freely  to 
reject  executory  contract  provisions  in  bankruptcy  proceedings. 
This  is  any  kind  of  executory  contract. 

But  Congress,  reacting  to  a  particular  Supreme  Court  decision 
which  allowed  the  rejection  of  collective-bargaining  agreements 
under  this  provision  of  the  Bankruptcy  Code,  made  several  changes 
to  the  code.  In  general,  with  respect  to  retiree  health  benefits,  the 
employer  is  required  to  negotiate  with  the  union  before  cutting 
back  or  modifying  health  benefits  when  the  employer  is  in  bank- 
ruptcy under  code  section  1114  or,  if  there  is  no  union,  with  a  com- 
mittee of  retirees,  and  the  court  generally  supervises  then  the 
changes  in  the  program. 

It  is  currently  unclear  whether  retiree  health  modification  provi- 
sions of  1114  apply  where  an  employer  has  clearly  reserved  the 
right  to  make  changes  in  the  first  place,  and  thus  isn't  really  dis- 
avowing any  current  obligation.  In  other  circumstances,  however, 
these  requirements  must  be  met  and  they  do  provide  some  addi- 
tional protection  for  retirees  where  the  employer  is  in  bankruptcy. 

In  conclusion,  Mr.  Chairman,  entitlement  to  retiree  health  bene- 
fits is  an  issue  at  the  intersection  of  a  number  of  different  and 
sometimes  conflicting  policies — policies  relating,  for  example,  to 
taxation,  retirement,  publicly  funded  health  benefits,  bankruptcy, 
financial  accounting,  and  labor  law.  Theoretically,  the  courts  alone 
could  fully  resolve  the  conflicting  legal  principles  and  they  have,  as 
I  have  noted  already,  provided  a  general  contract  law  framework. 
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The  more  important  social  questions,  however,  will  likely  have  to 
be  resolved  by  the  legislative  branch. 
Thank  you,  Mr.  Chairman. 

[The  prepared  statement  and  an  attachment  follow:] 
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Testimony  Before  House  Ways  and  Means 
Committee's  Subcommittee  on  Health 
by  K.  Peter  Schmidt,  Partner 
Arnold  &  Porter,  Washington,  D.C. 


Mr.  Chairman,  at  the  invitation  of  the 
Subcommittee,  I  appear  today  in  order  to  provide  a  brief 
overview  of  the  current  legal  framework  surrounding  the 
provision  of  retiree  health  benefits.     Controversy  in 
this  area  generally  arises  where  an  employer  seeks  to 
cut  back  or  eliminate  previously-provided  retiree  health 
coverage.     With  the  Committee's  permission,  I  will 
include  for  the  record  a  copy  of  a  more  detailed  paper 
on  this  subject  I  did  several  years  ago  for  the  Employee 
Benefits  Research  Institute. 

As  with  any  other  employee  benefits  matter,  such 
a  discussion  begins  with  the  Employee  Retirement  Income 
Security  Act  of  1974  ("ERISA").     Two  aspects  of  ERISA 
are  of  particular  interest  here. 

First,  while  ERISA  provides  a  good  deal  of 
substantive  pension  regulation,  it  is  largely  silent 
with  respect  to  health  and  other  welfare  benefits.  In 
general,  for  example,  pension  benefits  must  become 
nonforfeitable  or  "vested"  after  a  period  of  time, 
normally  five  years  of  covered  service.     When  that 
happens,  whatever  pension  a  worker  has  earned  cannot 
thereafter  be  taken  away  from  him.     Under  ERISA, 
pensions  must  also  be  funded  over  time,  so  that, 
theoretically  at  least,  there  will  be  money  there  when 
the  worker  actually  retires. 

There  are  no  equivalent  ERISA  rules  with  respect 
to  health  benefits.     (Indeed,  there  are  actually  tax 
disincentives  for  prefunding  retiree  health  benefits.) 
For  some  kinds  of  health  benefits,  this  may  be  perfectly 
logical.     Benefits  for  active  workers  are  generally 
thought  of  as  coincident  with  covered  employment.  So 
long  as  I  remain  with  my  employer,  I  have  coverage.  If 
my  employer  goes  out  of  business  or  I  leave  for  another 
employer,  I  don't  expect  coverage  to  continue  there.  If 
my  employer  curtails  coverage,  and  I  am  not  satisfied,  I 
can  seek  other  employment,  much  as  I  might  if  my  salary 
or  other  aspects  of  my  compensation  package  were 
reduced.     Vesting  and  prefunding  have  little  or  no 
general  relevance  in  this  context,  and,  as  noted,  ERISA 
provides  no  such  rules  with  respect  to  health  benefits, 
whether  for  actives  or  retirees. 

Retiree  health  benefits,  however,  are  in 
important  ways  different  from  benefits  for  active 
retirees,  and  in  fact  share  some  pension  benefit 
characteristics.     First,  they  are  obviously  not 
coincident  with  employment,  since  they  begin  only  upon 
retirement.     Second,  retired  workers  who  have  continuing 
health  benefit  expectations  look  solely  to  the  employer 
from  which  they  retired.     If  the  employer  goes  out  of 
business  or  benefits  are  otherwise  curtailed  there, 
retired  workers  don't  have  the  option  of  retiring  from 
somewhere  else. 

While  ERISA  addresses  these  issues  in  the  pension 
context,   it  does  not  with  respect  to  retiree  health  — 
which  brings  me  to  the  second  aspect  of  ERISA  relevant 
here:  its  broad  preemptive  effect.    ERISA  specifically 
provides  that  state  law,  whether  statutory  or  judicially 
developed,  is  superseded  insofar  as  it  relates  to  any 
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employee  benefit  plan.     This  is  so  even  where,  as  with 
retiree  health  benefits,  ERISA  itself  has  no  substantive 
regulation  of  the  subject.     As  the  Sixth  Circuit  federal 
appeals  court  has  stated: 

ERISA's  broad  preemption  provision 
makes  it  clear  that  Congress  intended 
to  establish  employee  benefit  plan 
regulation  as  an  exclusive  federal 
concern,  with  federal  law  to  apply 
exclusively,  even  where  ERISA  itself 
furnishes  no  answer. 

To  fill  the  resulting  regulatory  void,  courts 
have  created  a  body  of  federal  common  law,  largely 
through  the  adoption  of  generally  applicable  contract 
principles.     In  rough  terms,  this  has  required  the 
following  inquiry:   "What  if  any  promise  was  made  to 
workers,  and  what  if  any  reservations  did  the  employer 
make  of  rights  to  amend  that  promise?"     In  other  words, 
contract  analysis  does  not  produce  a  universal  answer 
applicable  to  all  fact  patterns,  e.g.,  that  once  a 
worker  retires,  retiree  benefits  cannot  be  curtailed. 
Instead,   it  requires  an  examination  of  the  underlying 
facts,  with  the  answer  dependent  thereon. 

As  in  any  contract  matter,  the  courts  begin  with 
an  analysis  of  the  contract  itself.     If  the  contract  is 
clear  on  the  question,  there  is  no  need  for  further 
inquiry.     Here,  however,  the  discussion  often  begins 
with  the  question  of  what  constitutes  the  contract, 
i.e. ,  what  should  be  analyzed.     If  there  is  a  collective 
bargaining  agreement,  analysis  generally  begins  there. 
Where,  however,  the  employees  in  question  have  not  been 
so  covered,  there  may  be  no  written  plan  or  other 
agreement,  and  the  very  "contract"  to  be  analyzed  must 
first  be  implied  or  derived.     Courts  then  must  look  to 
such  evidence  as  summary  booklets  or  testimony  regarding 
oral  statements,  e.g.,  at  hiring  or  exit  interviews. 

Occasionally,  the  inquiry  ends  with  a  review  of 
the  appropriate  document  since  it  provides  a  clear  and 
unambiguous  answer  (or  at  least  the  court  so  concludes) . 
The  unambiguous  answer  may  be  that  retirees  have  been 
promised  benefits   (and  the  court  enforces  the  promise) , 
or  that  the  employer  reserved  the  right  to  curtail  or 
otherwise  modify  the  promise  (and  is  allowed  to  do  so) . 

Frequently,  however,  the  contract  language  is 
ambiguous,  and  courts  have  looked  to  inferences  drawn 
from  other  contract  terms  or  to  extrinsic  evidence  of 
the  parties'  original  intent.     (Since  contracts  are 
essentially  agreements,   supposedly  reflecting  a  meeting 
of  the  contracting  parties'  minds,  the  parties'  intent 
is  sometimes  stated  to  be  the  pivotal  point.)     In  this 
context,  courts  have  examined  the  following:  summary 
plan  descriptions,  other  benefit  summary  booklets,  or 
personnel  material;  oral  statements  to  employees  from 
personnel  managers  or  others;  specific  durational 
clauses  in  other  parts  of  the  contract,  e.g. ,  where  the 
contract  specifically  provides  for  termination  of  the 
insurance  benefits  of  active  employees  but  has  no  such 
limitation  with  respect  to  retirees;  and  the  conduct  of 
the  parties,  e.g.,  continuation  of  benefits  past  the 
expiration  of  the  collective  bargaining  agreement 
(implying  that  continued  entitlement  is  not  a  function 
of  current  agreements)  or  prior  curtailment  of  retiree 
benefits  without  complaint  from  the  retirees  (implying 
that  retirees  did  not  have  vested  rights) . 
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Contract  law  has  proven  workable  in  this  context, 
but  it  has  its  shortcomings.     First,  as  noted 
previously,  it  provides  little  advance  certainty.  Even 
with  all  the  facts  spread  before  them,  workers, 
employers  (and  their  respective  lawyers)  are  frequently 
uncertain  as  to  how  a  court  will  ultimately  come  out  on 
the  employer's  legal  ability  to  cut  back  or  eliminate 
benefits. 

Second,  searching  for  the  parties'  original 
intent  has  been  criticized  as  missing  the  mark,  on 
grounds  that  the  circumstances  leading  to  the  proposed 
curtailment  were,  quite  likely,  never  anticipated  by  the 
parties.     Is  it  realistic  to  think  that,  three  or  more 
decades  ago,  parties  anticipated  the  enormous  run-up  in 
health  care  costs,  or  the  decline  of  particular 
industries  and  the  resultant  skewing  of  the  number  of 
retirees  compared  to  both  the  number  of  active  employees 
and  the  employer's  gross  revenues?    There  are  those  who 
believe  that  these  issues  require  more  than  neutral 
contract  principles. 

Some  courts  have  added  a  gloss  on  contract  law 
analysis  specifically  applicable  to  retiree  health 
questions.     The  Sixth  Circuit,  for  instance,  has  said 
that  retiree  health  benefits  are  a  "status"  benefit, 
i.e. ,  a  function  of  being  retired,  and  as  such  enjoy  an 
inference  that  they  are  to  continue  so  long  as  the 
status  of  retirement  continues.     Several  circuits  have 
agreed  on  this  point,  but  others,  most  notably  the 
Eighth  Circuit,  have  disagreed,  stating  that  entitlement 
is  to  be  judged  on  a  neutral  basis  with  no  inference 
aiding  worker  claimants. 

In  1984,  a  federal  district  court  in  the  Sixth 
Circuit  took  the  "status  benefit"  approach  one  step 
further,  and  held  that,  even  if  the  employer  does 
explicitly  and  unambiguously  reserve  the  right  to 
terminate  coverage,  retirees  acquire  a  vested 
contractual  right  to  continued  coverage  when  they 
complete  their  employment  with  the  employer.  This 
decision  would  have  created  federal  common  law  with  real 
certainty  as  to  benefit  entitlement,  but  it  was 
ultimately  reversed  by  the  Sixth  Circuit  itself. 

Bankruptcy  muddies  the  waters  even  further.  One 
might  assume  that  an  employer  who,  through  appropriate 
contractual  reservations,  is  free  to  terminate  retiree 
coverage  on  the  eve  of  bankruptcy  could  freely  do  so  the 
next  day  (or  thereafter)  once  it  has  filed  a  bankruptcy 
petition.     Newly-enacted  Bankruptcy  Code  1114,  however, 
calls  that  assumption  into  question. 

In  general,  employers  are  entitled  freely  to 
reject  executory  contract  provisions  in  bankruptcy 
proceedings.     In  recent  years,  however,  Congress  enacted 
changes  covering  the  rejection  of  collective  bargaining 
agreements,  and  the  curtailment  of  retiree  health 
benefits.     In  general,  the  employer  is  required  to 
negotiate  with  the  union,  or  with  a  committee  of 
retirees,  regarding  any  changes  it  wishes  to  make.  If 
no  consensual  change  is  agreed  upon,  there  are  specific 
standards  that  must  be  met  before  the  court  can  permit 
modification  of  existing  obligations.     It  is  currently 
unclear  whether  the  retiree  health  modification 
provisions  apply  when  an  employer  has  clearly  reserved 
the  right  to  make  changes  in  the  first  place  (and  thus 
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is  not  disavowing  any  current  obligation) .     In  other 
circumstances,  however,  these  requirements  must  be  met, 
and  do  provide  some  additional  protection  for  retirees. 

In  conclusion,  Mr.  Chairman,  entitlement  to 
retiree  health  benefits  is  an  issue  at  the  intersection 
of  a  number  of  different,  and  sometimes  conflicting, 
policies  —  policies  relating,  for  example,  to  taxation, 
retirement,  publicly-funded  health  benefits,  bankruptcy., 
financial  accounting,  and  labor  law.     Theoretically,  the 
courts  alone  could  fully  resolve  the  conflicting  legal 
principles,  and  have  already  provided  a  general  contract 
law  framework.     The  more  important  social  questions, 
however,  will  likely  have  to  be  resolved  by  the 
legislative  branch. 
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IV.  Retiree  Health  Benefits:  An  Illusory 
Promise? 

Paper  by  K.  Peter  Schmidt 


Introduction 

Life,  health,  and  other  coverage  for  retired  workers  and  their  fam- 
ilies are  sometimes  among  the  benefits  promised  by  employers.  For 
a  variety  of  reasons,  including  tax  and  legal  considerations,1  a  funded 
trust  arrangement  is  generally  not  involved,  and  such  retiree  benefits 
are  therefore  dependent  on  a  continuing  stream  of  employer  contri- 
butions or  payments.  Where  the  employer  encounters  financial  dif- 
ficulty or,  for  other  reasons,  wishes  to  curtail  benefit  payments,  a 
thorny  legal  question  arises  as  to  its  right  to  do  so. 

Statutory  Framework 

ERISA — The  Employee  Retirement  Income  Security  Act  of  1974 
(ERISA)  was  meant  by  Congress  as  a  "comprehensive  and  reticulated 
statute"2  governing  employee  benefit  plans.  It  established  disclosure 
and  reporting  requirements,  trust  and  fiduciary  responsibility  re- 
quirements, and  enforcement  rights  in  participants,  administrative 
agencies,  and  fudiciaries.  It  established  the  Pension  Benefit  Guaranty 
Corporation  and  its  pension  insurance  program,  and,  with  respect  to 
most  pension  benefit  plans,  minimum  participation,  vesting,  and 
funding  standards.  With  respect  to  welfare  benefit  plans,  however, 


'The  Employee  Retirement  Income  Security  Act  of  1974  (ERISA)  and  the  Internal 
Revenue  Code  (IRC)  require  the  prefunding  of  pension,  but  not  welfare,  benefits. 
Moreover,  contributions  for  such  pension  prefunding  are  tax  deductible,  whereas 
contributions  to  prefund  retiree  health  benefits  are  generally  deductible  only  to  the 
extent  of  the  amount  necessary  to  fund  nondiscriminatory  medical  benefits  (deter- 
mined on  the  basis  of  current  medical  costs)  on  a  level  basis  over  the  working  lives 
of  covered  employees.  Compare  IRC  section  404  with  IRC  section  419A.  Retiree  med- 
ical benefits  prefunded  in  this  fashion  must  be  provided,  in  the  case  of  "key  employees" 
(certain  owners  and  officers),  through  separate  accounts,  contributions  to  which  re- ' 
duce  the  maximum  contributions  that  may  be  made  to  a  pension  plan  (IRC  section 
419A(d)).  In  addition,  a  welfare  benefit  trust  may  be  subject  to  tax  on  its  income  to 
the  extent  of  amounts  set  aside  to  prefund  retiree  medical  benefits  (IRC  section 
512(a)(3)(E)). 

2Nachman  Corp.  v.  Pension  Benefit  Guaranty  Corporation,  446  U.S.  359,  361  (1980>. 
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particularly  retiree  welfare  benefit  plans,  ERISA  established  few  sub 
stantive  benchmarks. 

Lack  of  Substantive  Welfare  Plan  Standards — The  U.S.  Supreme  Court 
recently  contrasted  ERISA's  treatment  of  pension  plans  with  that  of 
welfare  plans,  as  follows: 

ERISA  imposes  on  pension  plans  a  variety  of  substantive  requirements 
relating  to  participation,  funding,  and  vesting.  ...  It  does  not  reguia'te 
the  substantive  content  of  welfare-benefit  plans.3 

Because  of  these  substantive  requirements  relating  to  vesting,  fund- 
ing, and  benefit  guarantees,  the  entitlement/curtailment  issue  de- 
scribed above  with  respect  to  retiree  welfare  benefits  does  not  arise 
in  the  pension  context.  ERISA  section  203  and  section  411  of  th* 
Internal  Revenue  Code  (IRC)  require  that,  on  attainment  of  specified 
minimum  levels  of  service,  pension  benefits  become  "vested,"  ie 
nonforfeitable.  Moreover,  through  its  funding  and  pension  insurance 
provisions,  ERISA  helps  assure  not  only  that  workers  will  have  a 
legal  right  to  their  pensions  but  also  that  the  resources  with  which 
to  pay  such  pensions  will  actually  exist  when  they  retire.  These  vest- 
ing and  funding  requirements  are  established  by  statute  and  are  thus 
independent  of  the  contractual  undertakings  and  respective  intent? 
of  the  employer,  the  workers,  and  their  collective  bargaining  repre- 
sentative. 

If  ERISA  contained  vesting  requirements  for  welfare  as  well  a* 
pension  benefits,  there  would  be  no  difficult  legal  question  concerning 
entitlement  thereto.  ERISA  specifically  provides,  however,  that  it- 
minimum  standards  provisions,  including  those  relating  to  vesting, 
apply  only  to  plans  "other  than  an  employee  welfare  benefit  plan."4 
Similarly,  the  regulations  under  IRC  section  411(d)(6),  which  pro- 
hibits retroactive  reductions  of  a  participant's  accrued  benefit,  state 
that  ancillary  life  insurance  protection  and  accident  or  health  insur- 
ance benefits  are  not  among  the  benefits  so  protected.5 

ERISA  Preemption — Notwithstanding  its  failure  to  provide  sub- 
stantive vesting  or  other  rules  regarding  retiree  welfare  benefits,  the 
sweeping  preemptive  effect  of  ERISA  section  514  dictates  that  prin- 
ciples of  federal  law  are  the  only  ones  applicable  in  this  area: 

ERISA's  broad  preemption  provision  makes  it  clear  that  Congress  in- 
tended to  establish  employee  benefit  plan  regulation  as  an  exclusive 


3 Metropolitan  Life  Insurance  Co.  v.  Massachusetts,  471  U.S.  724,  732  (1985). 
4ERISA  section  201(1). 

5Treasurv  Regulation  sections  1 .41  l(d)-4(d)(l),  (2)  (1986). 
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federal  concern,  with  federal  law  to  apply  exclusively,  even  where  ERISA 

itself  furnishes  no  answer.6 

Thus,  courts  faced  with  this  issue  have  had  to  create  a  body  of  federal 
common  law.  As  described  below,  this  has  been  done  to  date  largely 
through  the  adoption  of  generally  applicable  contract  principles. 

Judicial  Contract  Law  Analysis 

Freedom  to  Contract  under  ERISA — The  courts  have  generally  agreed 
that,  while  ERISA  does  not  require  vesting  of  retiree  welfare  benefit 
rights,  neither  does  it  forbid  it: 

The  exemption  from  ERISA's  vesting  requirements  does  not  prohibit  an 
employer  from  extending  benefits  beyond  the  expiration  of  the  collective 
bargaining  agreement.  Rather,  the  exemption  allows  the  parties  to  de- 
termine the  duration  of  the  welfare  benefits.  Thus,  the  issue  is  "simply 
one  of  contract  interpretation."7 

Yard-Man — The  most  frequently  cited  retiree  benefits  entitlement 
decision  is  the  Sixth  Circuit's  landmark,  International  Union,  United 
Automobile,  Aerospace  and  Agricultural  Implement  Workers  of  America 
v.  Yard-Man.8  In  adopting  a  contract  law  analysis,  the  court  noted 
that  contracts  are  controlled  by  the  intent  of  the  parties  and  went  on 
to  catalog  a  variety  of  relevant  contract  interpretation  principles: 

Many  of  the  basic  principles  of  contractual  interpretation  are  fully  ap- 
propriate for  discerning  the  parties'  intent  in  collective  bargaining 
agreements.  For  example,  the  court  should  first  look  to  the  explicit  lan- 
guage of  the  collective  bargaining  agreement  for  clear  manifestations  of 
intent.  The  intended  meaning  of  even  the  most  explicit  language  can,  of 
course,  only  be  understood  in  light  of  the  context  which  gave  rise  to  its 
inclusion.  The  court  should  also  interpret  each  provision  in  question  as 
part  of  the  integrated  whole.  If  possible,  each  provision  should  be  con- 
strued consistently  with  the  entire  document  and  the  relative  positions 
and  purposes  of  the  parties.  As  in  all  contracts,  the  collective  bargaining 
agreement's  terms  must  be  construed  so  as  to  render  none  nugatory  and 
avoid  illusory  promises.9 


eIn  re  While  Farm  Equipment  Co.,  788  F.2d  1 186,  1 191  (6th  Cir.  1986);  see  also  Met- 
ropolitan Life,  supra. 

1  Anderson  v.  Alpha  Portland  Industries,  Inc.,  836  F.2d  1512.  1516  (8th  Cir.  1988);  see 
also  DeGeare  v.  Alpha  Portland  Industries,  Inc.,  837  F.2d  812  (8th  Cir.  1988)  (related 
case  involving  salaried,  nonunion  workers);  in  re  White  Farm,  supra;  International 
Union,  United  Automobile,  Aerospace  and  Agricultural  Implement  Workers  of  America 
v.  Yard-Man,  716  F2d  1476  (6th  Cir.  1983),  cert,  denied,  465  U.S.  1007  (1984). 

3716  F.2d  1476  (1983),  cert,  denied  465  U.S.  1007  (1984). 

"716  F  2d  at  1479-80  (citations  omitted). 
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Unambiguous  Contract  Terms — As  in  any  question  of  contract  inter 
pretation,  and  as  stated  by  the  Yard-Man  panel  to  be  appropriate 
here,  the  courts  begin  their  analysis  with  the  terms  of  the  contract 
itself.  If  retirees  are  or  were  covered  by  collective  bargaining  agree 
ment,  that  agreement  is  thus  the  starting  point  for  analysis.  Where 
however,  the  employees  in  question  have  not  been  so  covered,  ther 
may  be  no  written  plan  or  other  agreement,  and  the  very  "contract" 
to  be  analyzed  must  first  be  implied  or  derived.  In  these  contexts 
courts  have  had  to  consider  such  evidence  as  summary  booklets  and 
testimony  regarding  oral  statements  or  promises.  (As  discussed  later 
similar  evidence  is  adduced  where  there  is  a  written  contract,  but  its 
terms  are  regarded  as  ambiguous.) 

Occasionally  this  starting  point,  the  terms  of  the  relevant  agree- 
ment, does  in  fact  end  the  analysis.  In  Policy  v.  Powell  Pressed  Steel 
Co.,10  for  example,  the  court  interpreted  "the  collective  bargaining 
agreement  to  unambiguously  grant  lifetime  health  insurance  benefits 
to  certain  retirees.  .  .  ."  No  additional  analysis  was  required.  Simi- 
larly, albeit  with  opposite  result,  the  court  in  Moore  vs.  Metropolitan 
Life  Insurance  Company, 11  held  that  the  employer  had  unambiguously 
reserved  the  right  to  amend  (or  terminate)  the  program  at  issue  there 

The  Moore  decision  rejected  the  participants'  argument  that  the 
"contract"  had  to  be  derived  from  the  totality  of  the  employer's  com- 
munications to  the  employees.  The  participants  and  their  represen- 
tatives had  introduced  evidence  of  communications  that  were  allegedly 
less  than  complete,  or  even  misleading,  since  they  did  not  describe 
the  possibility  that  this  benefit  might  be  modified  in  the  future.  The 
participants  argued  that  the  totality  of  these  communications  had  to 
be  looked  to  as  the  relevant  contract,  which  would  then  be  interpreted 
to  determine  the  employer's  obligation. 

In  the  court's  view,  however,  Congress  intended  that  official  plan 
documents  and  summary  plan  descriptions  exclusively  govern  an 
employer's  obligations  under  ERISA  plans.  It  held  that  these  docu- 
ments contained,  in  the  case  before  it,  the  unambiguous  reservation 
described  above. 


,0770  F.2d  609,611  (6th  Cir.  1985),  cert,  denied,  475  U.S.  1017  (1986)  C  Despite  anxthm^ 
to  the  contrary  herein  contained,  present  pensioners  who  have,  prior  to  August  31. 
1976,  elected  and  maintained  hospitalization  and  surgical  coverage,  and  those  who 
retire  subsequent  to  that  date  will,  subject  to  the  conditions  hereinafter  set  forth ,  receive 
Medicare  complementary  coverage  on  their  hospitalization  and  surgical  benefits  for 
the  pensioner  and  his  spouse,  if  any,  during  the  life  of  the  pensioner  at  no  cost  to  the 
pensioner.")  (Emphasis  supplied  bv  the  court.) 

"856  F.2d  488  (2d  Cir.  1988). 
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Thus,  courts  have  regarded  some  benefit  contracts  as  unambiguous, 
but  have  then  gone  on  to  decide  the  cases  in  both  directions. 

Interpreting  Ambiguous  Language — More  often,  however,  the  con- 
trolling terms  of  the  contract  (whether  there  is  a  written  agreement 
or  not)  are  seen  as  ambiguous,  and  the  courts  look  to  inferences  drawn 
from  other  contract  terms  and  from  extrinsic  evidence  of  the  parties' 
intent.  The  Yard-Man  court  summarized  this  approach  as  follows: 

Where  ambiguities  exist,  the  court  may  look  to  other  words  and  phrases 
in  the  collective  bargaining  agreement  for  guidance.  Variations  in  lan- 
guage used  in  other  durational  provisions  of  the  agreement  may,  for 
example,  provide  inferences  of  intent  useful  in  clarifying  a  provision 
whose  intended  duration  is  ambiguous.12 

Courts  examining  extrinsic  evidences  of  intent  have  looked  to  the 
following:  summary  plan  descriptions,  other  benefit  summary  book- 
lets, or  personnel  material;13  oral  statements  to  employees  from  per- 
sonnel managers  or  others,  e.g.,  in  application  or  exit  interviews;14 
specific  durational  clauses  in  other  parts  of  the  contract,  e.g.,  where 
the  contract  specifically  provides  for  termination  of  the  insurance 
benefits  of  active  employees  but  has  no  such  limitation  with  respect 
to  retirees;13  and  the  conduct  of  the  parties,  e.g.,  continuation  of  ben- 
efits past  the  expiration  of  the  collective  bargaining  agreement  (im- 
plying that  continued  entitlement  is  not  a  function  of  current 
agreements)  or  prior  curtailment  of  retiree  benefits  without  com- 
plaint from  the  retirees  (implying  that  retirees  did  not  have  vested 
rights).16  As  might  be  expected,  the  parties  often  disagree  fundamen- 
tally on  the  basic  facts  and  draw  widely  differing  inferences  from  the 
facts  on  which  they  do  agree,  leading  to  judicial  resolutions  that  are 
not  wholly  predictable. 

Shortcomings  of  Contract  Law  Analysis — Applying  contract  law 
analysis  to  these  questions  has  drawn  criticism  on  several  fronts.  One 
commentator,  for  example,  argues  that  past  behavior  and  employ- 
ment agreements  have  generally  been  premised  on  the  later-shown- 
to-be-inaccurate  assumption  that  the  business  would  continue  in- 


12716  F.2d  at  1480. 

"Bower  v.  Bunker  Hill  Co.,  725  F.2d  1221,  1224  (9th  Cir.  1984);  Eardman  v.  Bethlehem 
Steel  Corp.  Employee  Wei.  Ben..  607  F.  Supp.  196,  209  (E.D.N.Y.  1984). 

"International  Union,  UAW  v.  Cadillac  Malleable  Iron,  728  F.2d  807,  809  (6th  Cir.  1984); 
Eardman,  supra  at  199-200. 

"Yard-Man,  supra,  at  1481. 

^Local  Union  No.  I50-A  United  Food  v.  Dubuque  Packing,  756  F.2d  66,  69  (8th  Cir. 
1985);  Cadillac  Malleable,  supra  at  808-09. 


57 


57 


definitely.  In  these  circumstances,  neither  the  terms  of  such  agree 
ments  nor  the  prior  conduct  of  the  parties  are  particularly  relevant 
to  the  parties'  expectation.  This  commentator  cites  with  approval  the 
following  language  from  a  1973  arbitration  decision: 

The  difficulty  here  is  that  the  parties  had  no  intent  one  way  or  the  other 
on  the  specific  issue  when  they  negotiated  the  agreement,  or  any  of  those 
which  preceded  it.  No  one  at  any  time  even  broached  the  question  of 
what  would  happen  if  the  Company  went  out  of  business.  There  is  no 
evidence  that  such  a  possibility  even  crossed  either  party's  mind  . 
It  is  not  surprising,  therefore,  that  the  words  of  the  Agreement  provide 
no  clear  guide;  if  they  seemed  to,  it  would  only  be  an  illusion,  an  un- 
intended result  ....  When  confronted  by  such  a  problem  of  interpre- 
tation, little  is  gained  by  dissecting  the  words  of  the  contract  or  searching 
for  intent  on  a  matter  which  no  one  considered.  Whatever  intent  is  found 
will  not  be  one  which  was  in  the  mind  of  the  parties  but  one  which  was 
constructed  by  the  interpretation.17 

Another  commentator  has  criticized  the  lack  of  certainty,  and  the 
resulting  costs  and  delay,  inherent  in  applying  a  contractual  analysis 
in  this  context.18  (This  commentator  also  believes  that  social  policy 
considerations  militate  against  the  creation  of  minimum  standards.) 

To  date,  however,  neither  the  courts  nor  Congress  has  established 
any  generally  applicable,  substantive  rules  in  this  area. 

Judicial  Attempts  at  Further  Guidance — Theoretically  at  least,  the 
role  of  courts  is  not  to  make  substantive  law.  As  noted  previously, 
however,  the  sweeping  effect  of  ERISA  preemption  has  required  courts 
to  create  a  body  of  federal  common  law  in  this  area,  since  ERISA 
itself  provides  no  answer.  With  one  notable  exception,  the  courts' 
response  has  been  the  contract  law  analysis  previously  described. 
The  exception  itself  was  short-lived,  as  it  involved  a  district  court 
opinion  that  was  subsequently  reversed. 

•  White  Farm.  In  Re  White  Farm  Equipment  Co.19  is  a  Sixth  Circuit 
decision  involving  a  manufacturer  that  ceased  operations  and  filed 
a  bankruptcy  petition  in  1980.  The  manufacturing  operations  were 
then  purchased  by  another  entity,  which  soon  had  its  own  financial 
problems.  As  a  result,  retirees  covered  by  a  noncollectively  bargained 
insurance  plan  were  notified  that  the  plan  would  be  discontinued. 


17Donald  T.  Weckstein,  "The  Problematic  Provision  and  Protection  of  Health  and  Wel- 
fare Benefits  for  Retirees,"  San  Diego  Law  Review  101  (1987):  123-124. 

18John  T.  McNeil,  "The  Failure  of  Free  Contract  in  the  Context  of  Employer-Sponsored 
Retiree  Welfare  Benefits:  Moving  Towards  a  Solution,"  Harvard  Journal  on  Legislation 
213  (1988). 

,9788  F.2d  1186  (1986). 
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Their  response  was  to  sue  their  former  employer  for  recovery  of  lost 
benefits  and  reinstatement  of  the  plan. 

Initially  the  bankruptcy  court  entered  summary  judgment  for  the 
employer,  relying  on  its  view  that  "the  plain  language  of  the  various 
insurance  coverage  description  booklets  .  .  .  does  not  admit  of  a  con- 
struction other  than  that  [the  employer]  retained  the  unqualified 
power  to  terminate  or  amend"  the  plan.20  However,  the  bankruptcy 
court  was  reversed  by  the  district  court,  which  in  turn  entered  sum- 
mary judgment  for  retirees. 

The  district  court  felt  required  to  fashion  a  federal  common  law 
principle  applicable  to  the  case  before  it,  and  therefore  looked  to 
analogous  state  law  decisions.  The  court  first  noted  "[a]n  older  line 
of  cases"  that  permitted  amendment  or  termination,  pursuant  to  a 
reserved  power.  The  court  went  on,  however,  to  adopt  what  it  char- 
acterized as  the  "modern  view,"  namely  vesting  at  retirement: 

During  the  past  30  years,  however,  more  and  more  courts  have  accepted 
"the  modern  view  that  the  promise  of  a  pension  constitutes  an  offer 
which,  upon  performance  of  the  required  service  by  the  employeef,] 
becomes  a  binding  obligation."21 

The  court  saw  dicta  from  Yard-Man  as  "an  important  further  en- 
dorsement of  the  modern  view  that  welfare  benefits  vest  upon  re- 
tirement."22 

Applying  this  view,  the  district  court  held  that  the  retirees  must 
prevail  whether  or  not  the  employer  had  otherwise  properly  reserved 
termination  rights: 

Assuming  arguendo  that  the  undisputed  facts  prove  the  existence  of  a 
termination  clause  in  the  formal  documents  ....  at  the  time  the  retirees 
completed  their  employment  with  White  Farm  they  nonetheless  ac- 
quired a  vested  contractual  right  to  continued  coverage  .  .  .  ,23 

The  Sixth  Circuit,  however,  rejected  establishment  of  a  common 
law,  vesting-at-retirement  principle  and  reversed  this  aspect  of  the 
district  court's  opinion: 

In  the  absence  of  clear  precedent,  we  find  that  the  statutory  scheme  of 
ERISA,  though  silent  on  this  issue,  counsels  against  the  imposition  by 


20In  re  White  Farm  Equipment  Co..  42  B.R.  1005,  1010-1 1  (N.D.  Ohio  1984),  rev'd,  788 

F.2d  1186  (6th  Cir.  1986). 
2'42  B.R.  at  1017. 
2242  B.R.  at  1018. 
23  42  B.R.  at  1019. 
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this  court  of  an  absolute  rule  effectively  requiring  mandatory  vesting  at 
retirement ....  We  conclude,  moreover,  that  the  parties  may  themselves 
set  out  by  agreement  or  by  private  design,  as  set  out  in  plan  documents*5 
whether  retiree  welfare  benefits  vest,  or  whether  they  may  be  termi 
nated.24 

Although  it  reversed  on  the  point  discussed  above,  the  Sixth  Circuit 
underscored  its  agreement  with  the  lower  court  "that  no  leap  of  logic 
transforms  Congress'  exclusion  of  welfare  benefit  plans  from  various 
ERISA  requirements  into  an  express  endorsement  of  unfettered  uni- 
lateral termination  of  such  plans."25  In  other  words,  neither  ERISA 
itself  nor  common  law  developed  thereunder  provides  a  universally 
applicable  answer,  and  relevant  contract  principles  must  be  applied 
on  a  case-by-case  basis. 

•  Status  Benefit  Inference.  Several  courts  have,  however,  added 
an  important  gloss  to  contract  law  analysis  of  these  issues.  In  ex- 
amining the  context  in  which  benefits  were  negotiated,  and  the  nature 
of  the  benefits  themselves,  the  Yard-Man  court  saw  a  lifetime  benefit 
"inference"  that  could  be  thought  to  exist  in  every  case  of  this  kind- 

If  [workers]  forego  [sic]  wages  now  in  expectation  of  retiree  benefits 
they  would  want  assurance  that  once  they  retire  they  will  continue  to 
receive  such  benefits  regardless  of  the  bargain  reached  in  subsequent 
agreements.  .  .  .  Further,  retiree  benefits  are  in  a  sense  "status"  benefits 
which,  as  such,  carry  with  them  an  inference  that  they  continue  so  long 
as  the  prerequisite  status  is  maintained.  Thus,  when  the  parties  contract 
for  benefits  which  accrue  upon  achievement  of  retiree  status,  there  is 
an  inference  that  the  parties  likely  intended  those  benefits  to  continue 
as  long  as  the  beneficiary  remains  a  retiree.26 

The  court  indicated  that  this  "inference"  was  not  controlling  but 
rather  was  one  of  the  factors  to  be  taken  into  account  with  all  other 
indications  of  the  parties'  intent. 

In  a  subsequent  decision,  International  Union,  UAW  v.  Cadillac 
Malleable  Iron,27  the  Sixth  Circuit  made  clear  that  this  inference  was 
not  a  "presumption,"  that  is,  it  did  not  shift  the  burden  of  proof  to 
the  employer  to  prove  that  the  benefits  were  not  meant  to  last  the 
retiree's  lifetime.  The  Cadillac  district  court  had  found  for  the  retirees, 


24788  F.2d  at  1192-93. 

25 Id.  at  1 192.  Ultimately  the  case  was  remanded  for  further  proceedings  in  the  bank- 
ruptcy court,  since  the  Sixth  Circuit  also  agreed  that  the  allegedly  unrestricted  re- 
servation of  termination  rights  was  in  fact  ambiguous,  precluding  entry  of  summary 
judgment  for  the  employer  on  that  basis. 

26716  F.2d  at  1482. 

27  7  2  8  F.2d  807  (1984). 
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based  on  a  contract  law  analysis  of  the  factors  outlined  previously. 
It  had,  however,  gone  on  to  find  that  "  'the  inherent  duration  of  the 
retirement  status  beyond  any  particular  contract'  supported  its  con- 
clusion. .  .  ."28  The  Sixth  Circuit  made  the  following  comments  in 
upholding  the  lower  court  decision: 

While  we  agree  with  [the  employer]  that  there  is  no  legal  presumption 
based  on  the  status  of  retired  employees,  we  do  not  believe  that  this 
leads  to  a  conclusion  that  the  district  court  erred  in  its  determination.29 

In  Anderson  v.  Alpha  Portland  Industries,  Inc.,  supra,  however,  the 
Eighth  Circuit  took  an  entirely  different  tack: 

[W]e  disagree  with  Yard-Man  to  the  extent  that  it  recognizes  an  inference 
of  intent  to  vest.  Congress  explicitly  exempted  welfare  benefits  from 
ERISA's  vesting  requirements.  It,  therefore,  seems  illogical  to  infer  an 
intent  to  vest  welfare  benefits  in  every  situation  where  an  employee  is 
eligible  to  receive  them  on  the  day  he  retires.  The  Court  in  Yard-Man 
recognized  that  no  federal  labor  policy  presumptively  favors  vesting. 
Because  Congress  has  taken  a  neutral  position  on  this  issue  "traditional 
rules  for  contractual  interpretation  are  applied  as  long  as  their  appli- 
cation is  consistent  with  federal  labor  policies.".  .  .  We  believe  that  it  is 
not  at  all  inconsistent  with  labor  policy  to  require  plaintiffs  to  prove 
their  case  without  the  aid  of  gratuitous  inferences.30 

The  existence  or  nonexistence  of  this  inference  may  prove  an  im- 
portant factor  in  the  outcome  of  these  cases.  Given  the  leeway  possible 
in  drawing  inferences  from  the  factors  that  all  courts  see  as  relevant, 
however,  it  may  be  that  this  point  is  actually  of  little  moment. 

Bankruptcy  Interaction — Attempts  at  benefit  curtailment  by  em- 
ployers who  have  filed  for  bankruptcy  pose  a  separate  set  of  issues. 
On  one  level,  at  least,  the  analysis  described  above  may  not  be  af- 
fected. The  initial  question  likely  remains  one  of  contract  analysis: 
has  the  employer  contractually  committed  itself  to  continue  the  pro- 
gram? If  the  answer  is  no,  that  is,  the  employer  has  effectively  re- 


lild.  at  808. 

^Id.;  cf.  Policy  v.  Powell  Pressed  Steel  Co.,  supra  at  613  ("the  Yard-Man  court  recognized 
that  retiree  benefits  are  in  a  sense  "status"  benefits  which,  as  such,  carry  with  them 
an  inference  that  they  continue  so  long  as  the  prerequisite  status  is  maintained.'  "). 

w836  F.2d  at  1517;  the  court  went  on  to  explain  the  consistency  of  its  holding  with 
its  own  prior  decision,  Local  Union  No.  150- A  United  Food  v.  Dubuque  Packing,  756 
Fid  66,  70  (1985),  which  had  seemed  to  adopt  the  Yard-Man  view  on  this  point. 
(  The  right  to  receive  health  and  welfare  benefits  arises  from  the  retiree's  status  as 
a  past  employee.  It  is  not  dependent  on  a  continued  or  current  relationship  with  the 
Company.  The  status  of  a  retiree  cannot  be  affected  by  future  negotiations  or  agree- 
ments between  the  Company  and  the  Union;  neither  can  act  on  behalf  of  retirees.") 
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served  the  right  to  make  the  contemplated  change,  the  analySjs 
presumably  stops  there.31  Assuming,  however,  that  the  court  doe 
find  an  ongoing  contractual  obligation — an  obligation  that  would 
determine  the  issue  in  nonbankruptcy  contexts — bankruptcy  situa 
tions  may  require  further  analysis. 

In  general,  the  federal  Bankruptcy  Code  permits  an  employer  that 
has  filed  a  bankruptcy  petition  to  reject  an  executory  contract  under 
which  it  would  otherwise  be  obligated.32  If  retiree  benefits  are  seen 
as  nothing  more  than  executory  contract  obligations,  this  aspect  of 
the  Bankruptcy  Code  might  be  regarded  as  authorizing  curtailment 
by  an  employer  that  would  not  be  so  permitted  in  the  absence  of  a 
bankruptcy  petition  filing. 

In  response  to  this  possibility,  and  to  the  reality  of  the  LTV  bank- 
ruptcy and  LTV's  attempts  to  terminate  its  retiree  benefit  programs 
Congress  enacted  in  1986  a  stopgap  measure  requiring  continuation 
of  retiree  health  and  other  coverages  in  certain  instances 
"[notwithstanding  any  provision  of  [the  Bankruptcy  Code]."33  xne 
legislation  precluded,  until  May  15,  1987,  curtailment  of  such  pro- 
grams by  employers  that  either  commenced  bankruptcy  cases  after 
October  2,  1986,  or  were  still  paying  benefits  on  such  date,  notwith- 
standing prior  commencement  of  a  bankruptcy  proceeding.  The  Re- 
tiree Benefits  Bankruptcy  Protection  Act  of  1988  extended  this 
legislation  through  the  enactment  of  such  act,  and  precluded  retiree 
benefit  curtailment  thereafter  except  where  procedures  similar  to 
those  now  required  for  rejection  of  a  collective  bargaining  agreement 
have  been  followed.34 


31  The  Retiree  Benefits  Bankruptcy  Protection  Act  of  1988  and  its  predecessor  (discussed 
in  this  chapter)  do  not  appear  intended  to  change  this  result.  As  Sen.  Howard  Met* 
enbaum  (D-OH),  the  legislation's  principal  sponsor,  stated  on  the  floor  of  the  Senate. 
"This  measure  sends  a  strong  and  powerful  message  to  companies  which  make  promises  to 
their  workers — you  cannot  expect  to  use  the  bankruptcy  courts  as  a  way  of  reneging  on  retiree 
promises."  Congressional  Record  26  May  1988,  pp.  S.  6824—6825  (emphasis  added). 

Thus,  the  legislation  seems  clearly  aimed  at  preventing  the  use  of  the  bankruptcy 
laws  to  curtail  retiree  benefit  programs  that  could  not  otherwise  be  curtailed.  None- 
theless, the  literal  language  of  such  legislation  could  be  read  to  preclude  unilateral 
curtailment  by  bankrupt  employers  even  where  a  clear  contractual  right  to  do  so 
exists  quite  apart  from  bankruptcy.  Even  if  the  law  were  so  interpreted,  it  would 
presumably  have  no  effect  on  an  employer's  exercise  of  such  right  on  the  eve  of 
bankruptcy. 
3211  U.S.C.  section  365(a)  (1982). 

"Continuing  Appropriations  for  Fiscal  Year  1987.  P.L.  No.  99-591,  100  Stat.  3341-74 
(1986). 

34Retiree  Benefits  Bankruptcy  Protection  Act  of  1988,  P.L.  No.  100-334,  102  Stat.  613 
(1988). 
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Bankruptcy  situations  present  a  further  twist  where  the  benefits  in 
question  are  provided  pursuant  to  collective  bargaining.  In  its  Bil- 
disco35 decision  in  1984,  the  U.S.  Supreme  Court  held  that  the  con- 
tract rejection  right  described  above  extended  freely  to  collective 
bargaining  agreements  and  an  employer's  obligations  thereunder. 
Congress  responded  with  an  amendment  to  the  Bankruptcy  Code 
providing  that  collective  bargaining  agreements  can  be  rejected  only 
with  the  approval  of  the  bankruptcy  court  and  only  after  a  specified 
showing  has  been  made  and  specified  procedures  followed.36 

Since  then,  at  least  one  employer  has  argued  unsuccessfully  that 
this  Bankruptcy  Code  amendment  and  its  required  proceedings  do 
not  apply  to  those  provisions  of  a  collective  bargaining  agreement 
that  pertain  to  retirees,  or,  alternatively,  that  they  apply  only  to  those 
situations  covered  by  the  "stopgap"  anticurtailment  legislation  dis- 
cussed earlier.37 

Conclusion 

As  evidenced  by  the  foregoing  discussion,  entitlement  to  retiree 
benefits  is  an  issue  at  the  intersection  of  a  number  of  different,  and 
sometimes  conflicting,  policies — policies  relating,  for  example,  to 
taxation,38  retirement,  bankruptcy,  financial  accounting,  and  labor 


"NLRB  v.  Bildisco  &  Bildisco,  465  U.S.  513. 
36 11  U.S.C.  section  1113  (1982). 

37/n  re  Unimet  Corp.,  842  F.2d  879  (6th  Cir.  1988);  cf.  In  re  Century  Brass  Products,  Inc., 

795  F.2d  265  (2d  Cir.  1986),  cert,  denied,  476  U.S  107  S.  Ct.  433  (1986)  (rejection 

procedures  required  by  Bankruptcy  Code  amendment  contemplate  additional  bar- 
gaining over  retiree  benefits,  but  union  may,  because  of  conflict-of-interest,  not  be 
the  appropriate  retiree  representative). 

38 Among  the  issues  yet  to  be  sorted  out  under  the  Internal  Revenue  Code  (IRC)  is  how 
retiree  health  benefits  will  be  taken  into  account  under  IRC  section  89.  To  avoid 
being  considered  a  "discriminatory  employee  benefit  plan"  thereunder,  with  resul- 
tant adverse  tax  consequences  for  any  "highly  compensated  employees,"  the  plan 
must  meet  either  three  eligibility  tests  and  a  benefits  test  or  a  coverage  test  and 
nondiscriminatory  eligibility  test.  These  tests  are  designed  to  prevent  discrimination 
in  favor  of  "highly  compensated  employees."  Although  the  tests  are  stated  in  terms 
of  "employees,"  and  retirees  are  no  longer  employees,  the  statute  does  not  appear 
meant  to  exclude  retirees  from  these  tests.  Section  89(j)(3)  provides  as  follows:  "Ex- 
cept to  the  extent  provided  in  regulations,  this  section  shall  be  applied  separately 
to  former  employees  under  requirements  similar  to  the  requirements  that  apply  to 
employees."  What  exceptions  the  regulations  might  provide,  and  what  "similar  to" 
means  in  this  context,  is  yet  to  be  elucidated. 

The  legislative  history,  however,  directs  the  Treasury  to  provide  in  such  regulations 
as  follows: 

Employers  may  generally  restrict  the  class  of  former  employees  to  be  tested  to  those  who 
have  retired  on  or  after  a  reasonable  retirement  age,  or  to  those  who  have  separated  from 
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law.  Moreover,  the  demographics  of  our  society  suggest  that  the  issue 
will  not  go  away  and  is  only  likely  to  grow  in  importance  over  the 
coming  years. 

Theoretically,  the  courts  alone  could  fully  resolve  the  conflicting 
legal  principles.  Indeed,  they  have  already  been  forced  to  provide  a 
general  framework  (contract  law)  for  resolving  retiree  entitlement 
questions.  The  more  important  social  questions,  however,  will  have 
to  be  resolved  by  the  legislative  branch.  Hopefully,  this  will  not  con- 
tinue in  a  "stopgap"  or  narrowly  focused  fashion  but  will  be  part  of 
a  comprehensive  examination  of  all  relevant  policies. 


service  due  to  disability.  In  addition,  employers  may  generally  limit  the  class  further  to 
employees  who  have,  for  example,  retired  within  a  certain  number  of  years.  Finally,  in  testing 
whatever  class  of  employees  is  chosen,  emplovers  may  make  reasonable  assumptions  re- 
garding  mortality,  so  that  they  do  not  have  to  determine  those  former  emplovees  who  are 
still  alive. 

U.S.  Congress,  House.  Report  of  the  Committee  on  Ways  and  Means,  House  of  Rep. 
resentatives.  on  the  Tax  Reform  Act  of  1986,  H.R.  Rept.  426.  99th  Cong,  1st  sess.,  1985- 
Conference  Report  on  Tax  Reform  Act  of  1986,  H.R.  Rept.  841,  99th  Cong.,  2nd  sess 
1986;  U.S.  Congress,  Senate,  Report  of  the  Committee  on  Finance  U.S.  Senate,  on  the 
Tax  Reform  Act  of  1986.  S.  Rept.  313,  99th  Cong.,  2nd  sess.,  1986;  see  also  U.S.  Coneress 
Staff  of  Joint  Committee  on  Taxation,  General  Explanation  of  the  Tax  Reform  Act  of 
1986.  Committee  Print  (Washington.  DC:  U.S.  Government  Printing  Office,  1987). 

This  ability  to  test  retirees  separately  from  other  employees  is  important.  It  will 
allow  employers  to  maintain,  on  a  tax-favored  basis,  retiree-only  plans  that  meet  the 
nondiscrimination  requirements  when  only  retirees  are  considered  but  fail  those  re- 
quirements when  all  former  employees,  including  those  who  left  the  company  at  a 
relatively  early  age,  are  considered. 

In  addition,  the  ability  to  further  limit  the  class  tested  to  employees  who  have  retired 
within  a  certain  number  of  years  will  apparently  make  it  easier  for  an  emplover  to 
meet  the  nondiscrimination  tests  with  respect  to  a  health  plan  under  which  an  em- 
ployer begins  to  offer  retiree  benefits  but  does  not  reach  back  to  cover  all  prior  retirees. 
This  language  may  also  be  interpreted  to  make  it  easier  to  meet  these  tests  with  respect 
to  a  health  plan  under  which  an  employer  that  has  explicitly  stopped  promising  retiree 
benefits  to  new  employees  continues  to  provide  for  the  current  or  future  payment  of 
benefits  to  employees  who  have  already  retired  or  to  whom  such  benefits  have  already 
been  promised. 

These  and  other  retiree  health  benefit  issues  which,  as  of  this  writing,  have  not  been 
clarified,  will  likely  be  addressed  in  regulations  under  IRC  section  89.  Provisions 
included  in  both  the  House  and  Senate  versions  of  the  pending  technical  corrections 
would  require  the  Treasury  to  issue,  by  October  1,  1988,  rules  on  which  employers 
may  rely.  This  initial  guidance  is  to  focus  primarily  on  issues  not  addressed  by  the 
statute  or  legislative  history  and  needed  immediately  for  compliance.  Both  versions 
also  provide  that,  if  the  required  regulations  are  not  issued  by  October  1,  an  employer  s 
compliance  with  its  good  faith  interpretation  of  section  89,  based  on  the  statute  and 
its  legislative  history,  will  constitute  compliance  with  the  statute.  [Editor's  note:  The 
Internal  Revenue  Service  issued  proposed  regulations  on  March  2,  1989.] 
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Chairman  Stark.  Thank  you.  Let  me  go  back,  just  for  a  minute, 
on  the  issue  of  tax  disincentives.  That  raises  the  question,  on  these 
huge  numbers  that  we  have  heard  as  G.E.  and  others  have  charged 
against  earnings — those  are  tax  deductible,  are  they  not? 

Mr.  Salisbury.  They  are  not  tax  deductible  in  a  current  income 
tax  sense.  They  do  have  some  effect  tied  to  whether  or  not  a  corpo- 
ration has  liabilities  under  alternative  minimum  tax.  There  is 
some  effect  on  

Chairman  Stark.  Those  are  not  charged  to  current  income? 

Mr.  Salisbury.  They  are  not  charged  to  current  income  in  a  tax 
sense. 

Chairman  Stark.  So  if  in  fact  we,  through  a  change  in  law,  were 
to  pick  up  some  of  that  liability,  there  would  be  an  accounting 
windfall,  but  not  necessarily  an  additional  tax  

Mr.  Salisbury.  There  might  be  some,  but  it  would  not  be  any- 
where near  dollar-for-dollar. 

Chairman  Stark.  I  gather,  Mr.  Schmidt,  that  you  are  suggesting 
that  this  might  be  one  of  those  unusual  situations  where  legislation 
might  actually  clarify  some  of  the  confusion  that  exists  rather  than 
exacerbate  it.  Is  that  a  fair  analysis  of  your  concluding  paragraph? 

Mr.  Schmidt.  Well,  it  certainly  could  simplify  it.  There  are  vest- 
ing rules  in  

Chairman  Stark.  If  the  Banking  Committee  didn't  do  it. 

Mr.  Schmidt.  That  is  correct. 

Chairman  Stark.  For  current  retirees,  Mr.  Schmidt,  you  make 
two  points.  There  is  a  void  in  ERISA,  and  then  secondly  the  prom- 
ise of  the  benefits  hinges  on  contract  law.  Are  the  characteristics  of 
the  current  retirees  particularly  vulnerable  to  benefit  cuts,  or  is 
that  just  going  to  have  to  go  on  a  case-by-case  basis? 

Mr.  Schmidt.  Retirees  as  opposed  to  actives,  you  mean,  Mr. 
Chairman? 

Chairman  Stark.  Yes. 

Mr.  Schmidt.  Well,  I  think  in  a  comparison  between  retirees  and 
actives,  retirees  would  generally  have  a  better  argument  that  the 
program  can't  be  modified  because  these  cases  come  down  both 
ways,  and  they  have  won  a  number  of  them.  Whereas  with  respect 
to  ongoing  active  coverage,  there  is  certainly  nothing  in  ERISA 
that  requires  an  employer  to  maintain  coverage,  and  as  other  wit- 
nesses have  noted  today,  some  employers  don't  provide  coverage  of 
any  kind. 

I  think  generally  speaking,  collective-bargaining  situations  aside 
where  it  is  specifically  covered  in  the  current  agreement,  an  em- 
ployer would  be  able  to  simply  eliminate  as  a  matter  of  law — 
maybe  not  as  a  matter  of  practical  reality — their  current  coverage. 

Chairman  Stark.  For  current  retirees? 

Mr.  Schmidt.  I  was  talking  about  for  active  employees. 

Chairman  Stark.  Oh,  for  active  employees. 

Mr.  Schmidt.  Yes. 

Chairman  Stark.  I  guess  what  I  was  going  to  ask  you  was  what 
if  a  person  is  55  years  old  and  working  and  let  us  say  not  under  a 
bargaining  unit  but  in  a  smaller  company.  Further,  if  previous 
people  have  retired  at  age  60  and  the  company  was  continuing  its 
benefits,  would  it  not  be  easier  for  the  company  to  change  the  rules 
for  the  current  employee  
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Mr.  Schmidt.  Change  the  retiree  health  rules  for  the  current  em- 
ployee? 

Chairman  Stark.  And  say  I  am  sorry,  we  aren't  going  to  give 
you  those  retirement  benefits.  We  can't  afford  it  any  more.  This  is 
going  to  end.  But  that  would  be  easier,  you  are  suggesting,  than  for 
the  person  who  is  between  60  and  65  for  whom  they  had  been 
paying  for  a  couple  years  just  as  a  matter  of  generosity? 

Mr.  Schmidt.  He  certainly  has  one  less  argument.  But  I  think 
what  you  are  getting  at,  Mr.  Chairman,  is  one  of  the  things  that 
was  realized  in  ERISA  with  respect  to  pensions.  There  are  lots  of 
ways  to  skin  a  cat,  so  if  you  say  that  you  have  to  have  vesting — I 
mean  what  happened  normally  with  pensions  is  that  people  had  to 
retire  from  the  employer  that  was  providing  the  pension  promise 
after  25  years  of  service. 

Now  you  could  lay  somebody  off  after  24  years  of  service  or 
before  they  reached  normal  retirement  age  and  effectively  elimi- 
nate your  promise  in  that  fashion.  So  it  really  has  to  be  looked  at 
in  terms  of  the  accrual  of  benefit  over  a  period  of  time  as  well  as 
vesting. 

Chairman  Stark.  Mr.  Salisbury,  you  described  the  impact  of  low- 
ering the  eligibility  age  on  individual  coverage.  What  do  you  sense 
would  be  the  reaction — in  the  absence  of  corporate  America  coming 
here  to  testify  for  themselves — how  would  you  think  the  corporate 
community  would  react  to  lowering  Medicare  coverage  to  age  60? 
And  let  us  assume  they  had  to  pay  for  some  of  it,  and  that  it  isn't 
just  a  gift. 

Mr.  Salisbury.  I  think  if  you  took  Mr.  Thompson's  description  of 
different  segments  of  the  employment  setting,  base  different  levels 
of  retiree  liability,  such  as  the  older  manufacturing  sectors  that 
have  had  significant  work  force  reductions,  end  up  with  very  heavy 
ratios  of  retirees  to  active  workers,  including  of  early  retirees  to 
active  workers.  So  for  those  companies,  you  might  identify  the  steel 
industry,  the  auto  industry  for  lack  of  better  examples,  the  effec- 
tive dollar  advantage  of,  if  you  will,  pejoratively  speaking,  a  cost 
shift  to  the  Medicare  system  would  be  far  more  valuable  and 
deemed  to  be  such  relative  to  the  price  of  an  automobile  or  some- 
thing else  than  to  a  company  that  has  relatively  few  retirees,  early 
or  otherwise,  relative  to  their  active  work  force. 

One  might  identify  a  company  like  Federal  Express,  where  it  is 
an  issue,  where  they  some  day  will  have  a  lot  of  retiree  medical 
benefits,  but  the  instant  effect  is  relatively  minor.  I  think  you 
could  effect  as  in  the  debate  over  generalized  health  reform  that 
you  might  find  fairly  predictable  patterns. 

Chairman  Stark.  Would  there  be  the  possibility  that  if  we  said 
to  them,  if  we  made  this  a  pay-as-you-go  issue,  and  therefore  they 
would  get  whatever  the  budget-neutral  cost  to  us  would  be,  doing 
some  things,  perhaps  limiting — it  seems  to  me  then  they  could  go 
on  pay-as-you-go.  If  it  is  in  fact  a  Government-funded  program,  the 
Accounting  Board  might  be  more  likely  to  say  wait  a  minute,  we 
can  now  determine  with  some  accuracy  what  the  pay-as-you-go  cost 
is  going  to  be.  It  is  going  to  be  whatever  the  Government  charges 
you  for  5  years  or  4  years  or  whatever  you  have  out  there,  and  ar- 
guably the  smaller  employees  would  be  limited  from  long-tail  liabil- 
ity costs  and  so  forth. 
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Would  that  be  significantly  more  attractive  to  them? 

Mr.  Salisbury.  I  think  there,  Congressman,  it  will  depend  a  lot — 
that  type  of  decisionmaking  would  depend  a  lot  on  whether  the 
company  analyzed  it  as  a  relatively  pure  financial  issue  or  if  they 
allowed  ideology  related  to  private  versus  public  sector  role. 

Chairman  Stark.  I  have  a  sense  that  ideology  disappears  if  they 
save  money,  very  quickly. 

Mr.  Salisbury.  Not  as  consistently  as  you  might  think.  [Laugh- 
ter.] 

Chairman  Stark.  Mrs.  Johnson. 

Mrs.  Johnson.  Thank  you  both  for  your  testimony.  It  has  been 
very  helpful.  I  have  just  a  couple  of  brief  questions. 

Mr.  Salisbury,  what  percentage  of  the  companies  affected  have 
chosen  to  take  a  hit  on  the  bottom  line,  versus  those  who  have 
chosen  to  cap  obligations  or  eliminate  retirement  coverage  for  cur- 
rent employees  or  take  some  other  course  of  action  to  reduce  their 
liability? 

Mr.  Salisbury.  Congresswoman,  the  reason  I  wouldn't  even  at- 
tempt to  give  you  a  statistical  break  on  that  is  that  from  the  sur- 
veys that  have  been  done,  which  are  relatively  limited  industry- 
based  surveys,  those  surveys  still  indicate  that  over  three-quarters 
of  the  companies  that  provide  retiree  medical  benefits  are  yet  to 
even  do  a  calculation  under  FAS  106.  If  you  look  at  those  surveys, 
you  find  that  the  number  that  have  yet  taken  any  action  is  rela- 
tively small.  From  the  one  investment  banking  firm  that  did  a 
review  for  us  in,  I  guess  it  is  now  6  weeks  ago,  is  that  as  of  6  weeks 
ago,  we  were  only  able  to  identify  14  companies  that  had  yet  even 
announced  an  intention  of  booking  the  liability  or  had  booked  it. 
So  it  is  still  an  awful  lot  of  articlewriting,  publicity,  and  discussion 
based  on  actions  thus  far  being  taken  by  relatively  small  numbers 
of  companies. 

Now  I  should  then  add,  if  you  add  together  AT&T  and  a  number 
of  the  telephone  companies  which  have  taken  the  amended  action 
through  negotiations  to,  if  you  will,  cap  the  prospective  liability,  is 
those  companies  taken  together  represent  a  very  significant  em- 
ployment base,  but  still  a  relatively  small  percentage  of  all  employ- 
ees covered  by  retiree  medical  benefits. 

So  I  think  all  we  are  able  to  say  about  what  is  happening  to  date 
is  that  we  are  seeing  a  number  of  different  examples  of  things 
being  done,  and  we  can  assume  that  all  of  them  will  be  done  by 
many  more  people  between  now  and  the  effective  date  in  1993,  if  it 
is  indeed  effective  in  1993.  But  the  vast  majority  of  those  who  pro- 
vide retiree  medical  benefits  are  yet  to  do  anything. 

Mrs.  Johnson.  That  is  very  interesting.  Thank  you.  It  seems  like 
we  could  get  some  sense  of  where  the  activity  is  in  the  renegoti- 
ations, at  least  to  give  us  an  idea  as  to  what  direction  we  should  go 
in  terms  of  the  date.  Otherwise,  I  really  do  appreciate  the  concrete 
information  that  you  have  both  given  us,  and  your  careful  laying 
out  of  these  issues  for  us.  Thank  you. 

Mr.  Salisbury.  Thank  you. 

Mr.  McGrath.  I  will  entertain  myself.  Let  me  ask  you  this  ques- 
tion. Will  most  companies,  if  they  choose,  be  able  to  legally  elimi- 
nate or  reduce  health  benefits  for  current  retirees? 
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Mr.  Schmidt.  I  think  the  answer  to  that,  Congressman,  is  that  it 
depends  on  the  facts  and  it  also  depends  on  the  court's  interpreta- 
tion of  the  facts.  There  have  been  a  number  of  court  decisions  now 
on  that  issue,  and  they  have  come  down  both  ways. 

Mr.  Salisbury.  I  would  add,  Congressman,  that  to  deal  with  your 
question  and  Congresswoman  Johnson's  question,  that  from  what 
we  are  seeing,  there  seems  to  be  almost  no  documentation  to  date 
of  companies  that  had  retiree  medical  benefits  in  place  for  a  long 
period  of  time  choosing  to  totally  eliminate  retiree  medical  benefits 
for  current  retirees. 

There  have  been  a  couple  of  companies  that  didn't  even  put 
them  in  until  1984  for  the  first  time,  that  by  1988  stopped  and  said 
why  did  we  do  that,  and  pulled  them  back  out  by  1988.  But  even 
that  company  in  the  Midwest  is  providing  a  15-year  phaseout  of 
that  decision  to  take  away  what  it  had  given. 

Mr.  McGrath.  Was  this  union  

Mr.  Salisbury.  To  the  degree  companies  are  

Mr.  McGrath  [continuing].  Union  

Mr.  Salisbury.  Go  ahead,  I  am  sorry. 

Mr.  McGrath.  Was  there  a  union  involved  here,  or  was  it  some 
sort  of  contractual  agreement  

Mr.  Salisbury.  No.  Where  we  are  seeing  most  of  the  activity 
that  would  move  totally  away  from  retiree  medical  benefits  provi- 
sion is  with  new  hires  or  individuals  of  relatively  short  service,  and 
a  relatively  common  approach  now  being  put  in  with  current  work- 
ers is  in  the  past,  retiree  medical  benefits  were  paid  generally  to 
anyone  who  retired  with  a  pension,  which  might  mean  someone 
who  had  been  with  you  for  6  years  ended  up  getting  the  same  eco- 
nomic value  of  retiree  medical  benefit  as  somebody  who  retired 
after  40  years. 

We  are  now  seeing  more,  if  you  will,  of  an  accrual  formula  put 
in,  that  to  get  that  full  benefit  value  one  would  have  to  be  with  the 
company  for  20  or  30  years. 

Mr.  McGrath.  Let  me  ask  you,  in  terms  of  the  kind  of  benefits 
that  are  being  given  to  retirees,  and  vis-a-vis  the  age  criteria,  are 
companies  only  providing  benefits  to  people  who  are  65  and  above, 
so  that  their  liability  would  be  limited  to  what  Medicare  doesn't 
pay?  Or  is  it  the  full  spectrum  of  benefits  that  are  provided? 

Mr.  Salisbury.  No.  As  pointed  out  by  the  General  Accounting 
Office  testimony,  the  vast  majority  of  the  dollars  we  are  talking 
about  here  are  because  companies  have  generally  provided  retiree 
medical  benefits  to  their  early  retirees,  and  that  has  been  heavily 
motivated  by  a  belief  that  individuals  would  not,  in  fact,  choose  to 
retire  if  they  did  not  have  retiree  medical  benefits. 

And  as  I  noted  in  my  testimony  from  the  most  recent  surveys  the 
Gallup  organization  has  done  for  us,  that  36  percent  of  respondents 
say  they  would  not  retire  without  retiree  medical,  and  for  those 
earning  $75,000  or  more  per  year,  that  number  rises  to  43  percent 
who  would  not  retire  without  retiree  medical  benefits. 

So  where  corporations  have  chosen  to  do  early-out  programs,  to 
encourage  people  for  purposes  of  work  force  management  to  have 
individuals  retire,  they  have  in  fact  found  retiree  medical  benefits 
to  be  a  crucial  element  to  having  individuals  make  that  retirement 
decision. 
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Mr.  McGrath.  I  think  we  saw  an  example  of  that  during  our  cat- 
astrophic experience.  Many  of  those  who  complained  bitterly,  re- 
gardless of  the  cost  to  certain  wage  earners  or  retiree  income  earn- 
ers, were  those  who  already  had  the  benefits  provided  to  them  and 
thought  that  this  was  redundant.  Perhaps  when  we  look  at  this  in 
the  future  we  should  take  that  into  consideration. 

Let  me  ask  a  final  question  to  both  of  you.  Knowing  what  we 
know  and  knowing  what  the  costs  are  and  where  they  are  going, 
what  is  the  future  of  employer-provided  retiree  health  benefits? 

Mr.  Salisbury.  Peter,  be  my  guest. 

Mr.  Schmidt.  Well,  this  is  pure  speculation  and  based  on  anec- 
dotal exposure,  but  I  guess  my  belief  is  that  employers  are  afraid  of 
health  care  costs  period,  right  now,  and  retiree  health  costs  are 
more  frightening  than  health  costs  in  general,  because  with  respect 
to  active  employees,  you  can  modify  your  program  year  to  year. 
With  respect  to  retiree  programs,  you  may  not  be  able  to  modify  it, 
and  you  may  have  bought  into  something  that  you  are  really  just 
not  sure  what  it  is  ever  going  to  amount  to. 

So  I  think  there  is  a  wariness  currently  about  retiree  health. 

Mr.  Salisbury.  I  think  that  we  are  being  speculative  as  well,  but 
I  think  if  we  look  at  what  has  been  happening  generally  on  the  re- 
tirement income-pension  side  over  the  last  15  years,  we  are  begin- 
ning and  we  will  see  an  accelerated  history  like  that  on  the  retiree 
health  side,  which  basically  means  a  continuing  movement  away 
from  a  we  will  bear  all  of  the  cost  philosophy,  a  movement  towards 
defined  contribution — we  will  put  a  certain  amount  of  money  aside 
and  we  can  hope  it  is  enough,  and  if  it  isn't,  that  is  the  end  of  our 
obligation,  to  an  increasing  focus  on  cost  sharing  as  we  are  seeing 
in  active  worker  health  and  to  a  continuing  movement  by  other 
than  the  very  most  profitable  companies  to  a  movement  to  say  this 
is  a  shared  responsibility,  far  more  heavily  than  they  traditionally 
have. 

Mr.  McGrath.  I  thank  the  gentlemen  for  their  contribution. 

Chairman  Stark.  I  want  to  thank  both  of  you  for  helping  to 
clear  up  the  topic  which  is  very  technical.  You  have  helped  me.  I 
appreciate  it  very  much  and  thank  you  for  being  with  us. 

Mr.  Salisbury.  Thank  you. 

Mr.  Schmidt.  Thank  you,  Mr.  Chairman. 

Chairman  Stark.  Our  final  panel  will  comprise  the  remaining 
four  witnesses,  Meredith  Miller,  the  assistant  director  of  the  de- 
partment of  employee  benefits  of  the  AFL-CIO;  David  Hirschland 
is  the  assistant  director  of  the  Social  Security  department  of  the 
UAW;  Peggy  Connerton  is  the  director  of  public  policy  with  SEIU; 
and  Howard  Weizmann  is  president  of  the  Association  of  Private 
Pension  and  Welfare  Plans. 

The  Chair  will  ask  each  of  you  to  proceed  in  the  order  that  I 
called  your  names.  May  I  also  say  that  your  prepared  testimony 
will  appear  in  the  record  in  its  entirety,  and  ask  if  you  would  sum- 
marize or  expand  on  it  in  5  minutes  or  so,  giving  us  then  the 
chance  to  inquire  further. 

Ms.  Miller. 
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STATEMENT  OF  MEREDITH  MILLER,  ASSISTANT  DIRECTOR,  DE- 
PARTMENT OF  EMPLOYEE  BENEFITS,  AMERICAN  FEDERATION 
OF  LABOR  AND  CONGRESS  OF  INDUSTRIAL  ORGANIZATIONS 

Ms.  Miller.  Thank  you,  Mr.  Chairman.  Mr.  Chairman  and  mem- 
bers of  the  committee,  thank  you  for  this  opportunity  to  testify  on 
one  of  the  most  serious  issues  facing  older  workers  and  retirees. 

The  AFL-CIO  believes  that  this  Nation  is  facing  a  crisis  in 
health  care  that  can  only  be  overcome  by  a  fundamental  restruc- 
turing of  the  health  care  system.  Labor  is  united  in  its  belief  that  a 
single-payer  approach  would  be  the  best  mechanism  for  this  re- 
structuring. We  also  are  united  in  our  belief  that  the  urgency  of 
the  health  care  crisis  demands  action  now. 

To  guide  reform  of  the  system,  the  executive  council,  in  a  unani- 
mous action  last  February,  adopted  principles  which  we  have  at- 
tached to  this  testimony.  Proposals  to  drop  the  Medicare  age  are 
consistent  with  our  principles,  and  we  commend  the  bill's  sponsors 
for  taking  the  initiative  on  this  critical  issue. 

The  decade  of  the  1990s  has  placed  employer-provided  retiree 
health  benefits  squarely  on  the  chopping  block  for  collective-bar- 
gaining negotiations.  For  the  majority  of  early  retirees,  these  bene- 
fits are  the  sole  source  of  health  care  coverage  until  Medicare  eligi- 
bility. 

Rising  health  care  costs,  changing  demographics,  and  the  new 
regulations  from  FASB  all  have  contributed  to  employer  efforts  to 
cut  back  coverage  for  retirees  or  eliminate  protection  altogether. 

A  1988  AFL-CIO  survey  of  union  retirees  underscored  the  fact 
that  early  retirees  are  the  hardest  hit  by  employer  cutbacks.  The 
survey  found  that  coverage  by  an  employer  health  plan  is  inversely 
related  to  age,  with  younger  retirees  far  more  likely  than  older 
ones  to  be  covered.  Fifty-seven  percent  of  retirees  64  and  younger 
are  covered  by  an  employer  health  plan,  with  the  percentage  de- 
creasing after  age  65. 

Unions  are  struggling  to  preserve  retiree  health  benefits  in  in- 
dustries where  the  ratio  of  retirees  to  active  workers  is  high.  Even 
more  problematic  is  the  plight  of  workers  and  retirees  in  compa- 
nies that  have  declared  bankruptcy. 

Clearly,  FASB's  new  regulation  has  caused  a  rude  awakening  for 
all  parties  involved  and  has  focused  attention  on  the  need  to 
pursue  comprehensive  health  care  reform.  Our  assessment  is  that 
at  the  plan  level,  there  are  seriously  imperfect  options  to  pursue. 
Company-by-company  approaches  to  fund  retiree  health  benefits  in- 
variably result  in  costs  shifted  to  workers  and  retirees. 

A  business  and  health  survey  found  that  75  percent  of  companies 
planned  to  increase  retiree  cost  sharing  in  the  next  2  years.  Sixty- 
one  percent  of  companies  surveyed  plan  to  provide  no  future  retir- 
ee health  benefits  as  of  1991.  Company-by-company  approaches  will 
also  result  in  a  more  complicated  overlay  of  programs  and  mecha- 
nisms to  preserve  some  modicum  of  benefits  which  could  result  in 
the  not  too  distant  future  in  a  health  care  simplification  law. 

The  lack  of  tax-favored  prefunding  mechanisms  linked  with 
ERISA-like  standards  has  resulted  in  few  employers  prefunding  for 
a  defined  benefit  approach  to  providing  retiree  health  benefits. 
Both  in  pensions  and  in  retiree  health,  the  shift  has  been  away 
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from  defined  benefit  plans  and  towards  defined  contribution  or  de- 
fined dollar  amounts.  Many  employers  have  explained  that  they 
were  reluctant  to  prefund  on  any  basis  because  of  fear  that  their 
assets  would  be  confiscated  if  national  health  care  reform  provided 
a  public  program  solution  to  this  problem. 

Both  H.R.  3205  and  H.R.  1444  would  lower  the  age  of  Medicare 
eligibility.  These  proposals  are  consistent  with  AFL-CIO  goals  to 
reduce  Medicare  eligibility  to  individuals  age  60  and  would  consid- 
erably reduce  employer  costs  and  hence  the  liability  for  retiree 
health  benefits. 

At  the  request  of  the  AFL-CIO,  Lewin/ICF,  Inc.,  estimated  the 
costs  of  extending  Medicare  coverage  to  all  individuals  between  the 
ages  of  60  and  64.  The  list  of  assumptions  used  in  the  study  are 
included  in  our  written  statement,  but  I  would  add  that  the  study 
is  based  on  Medicare  as  the  primary  payer  for  workers  and  depend- 
ents, including  those  covered  by  employer  plans.  Under  such  a  sce- 
nario, private  employer  health  spending  for  persons  aged  60  to  64 
would  decrease  by  $4.6  billion.  Medicare  program  enrollment  in 
1991  would  rise  by  $4.1  million  for  those  age  60  to  61,  and  $7.8  mil- 
lion for  those  aged  62  to  64.  Total  Medicare  program  costs  would 
rise  by  $15.4  billion,  but  when  offset  by  new  part  B  premium  in- 
creases, Medicare  program  costs  would  increase  by  $10.5  billion. 
However,  the  key  point  for  the  committee's  deliberations  is  that 
the  net  change  in  health  spending  overall  in  the  economy  would  be 
a  modest  increase  of  $0.7  billion,  as  a  result  of  savings  to  State  and 
local  governments,  workers  and  their  families,  employers,  and  hos- 
pitals for  uncompensated  care. 

Employer  savings  as  estimated  by  Lewin/ICF  would  enable  the 
redirection  of  benefit  dollars  back  to  wages  and  other  important 
benefits  such  as  pensions,  now  crowded  out  by  retiree  health  care 
costs.  Unions  and  employers  would  benefit  by  pooling  risks,  spread- 
ing costs,  and  matching  benefit  eligibility  with  the  average  retire- 
ment age  of  60  years. 

We  believe  that  this  option  is  the  appropriate  mechanism  for 
prefunding  retiree  health  benefits  that  the  private  sector  has  been 
unable  to  achieve  thus  far.  The  AFL-CIO  views  these  proposals  as 
an  integral  part  of  national  health  care  reform  and  the  systemic 
restructuring  necessary  to  provide  health  care  for  all  Americans. 

The  AFL-CIO  commends  you,  Mr.  Chairman,  for  these  hearings 
and  for  your  commitment  to  these  issues. 

Thank  you. 

[The  prepared  statement  and  an  attachment  follow:] 
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TESTIMONY  OF  MEREDITH  MILLER,  ASSISTANT  DIRECTOR  91-55 
DEPARTMENT  OF  EMPLOYEE  BENEFITS,  AFL-CIO 
BEFORE  THE  HOUSE  WAYS  AND  MEANS 
HEALTH  SUBCOMMITTEE  ON  THE 
RETIREE  HEALTH  CRISIS 

November  5,  19^1 

Mr.  Chairman,  members  of  the  committee,  thank  you  for  this  opportunity  to 
testify  on  one  of  the  most  serious  issues  facing  older  workers  and  retirees. 

The  AFL-CIO  believes  that  this  nation  is  facing  a  crisis  in  health  care  that  only 
can  be  overcome  by  a  fundamental  restructuring  of  the  health  care  system.  Labor  is 
united  in  its  belief  that  a  single  payer  approach  would  be  the  best  mechanism  for  this 
restructuring.  We  also  are  united  in  our  belief  that  the  urgency  of  the  health  care  crisis 
demands  action  now. 

To  guide  reform  of  the  system,  the  Executive  Council,  in  a  unanimous  action  last 
February,  adopted  principles  which  we  have  attached  to  this  testimony.  Proposals  to 
drop  the  Medicare  age  are  consistent  with  our  principles  and  we  commend  the  bills' 
sponsors  for  taking  the  initiative  on  this  critical  issue. 

Labor's  Views  on  Retiree  Health  Benefit  Coverage 

The  decade  of  the  90's  has  placed  employer  provided  retiree  health  benefits 
squarely  on  the  chopping  block  for  collective  bargaining  negotiations.  For  the  majority 
of  early  retirees,  these  benefits  are  the  sole  source  of  health  care  coverage  until 
Medicare  eligibility.  Rising  health  care  costs,  changing  demographics,  and  the  new 
regulations  from  the  Financial  Accounting  Standards  Board  (FASB)  that  go  into  effect  in 
1993,  all  have  contributed  to  employer  efforts  to  cut  back  coverage  for  retirees  or 
eliminate  protection  altogether. 

A  1988  AFL-CIO  survey  of  union  retirees  underscored  the  fact  that  early  retirees 
are  the  hardest  hit  by  employer  cutbacks.  The  survey  found  that  coverage  by  an 
employer  health  plan  is  inversely  related  to  age,  with  younger  retirees  far  more  likely 
than  older  ones  to  be  covered.  Fifty-seven  percent  of  retirees  64  and  younger  are 
covered  by  an  employer  health  plan.  This  percentage  goes  down  after  age  65  when 
individuals  are  eligible  for  Medicare.  The  survey  also  confirmed  that,  when  asked  about 
their  concerns,  health  care  was  at  the  top  of  their  list.  This  response  is  indicative  of  the 
anxiety  felt  by  retirees  about  their  health  security. 

Unions  are  struggling  to  preserve  retiree  health  benefits  in  industries  where  the 
ratio  of  active  workers  is  high.  AT&T,  for  example,  can  support  retiree  health  from  a 
rather  large  base  of  five  workers  for  every  one  retiree.  At  Chrysler  Motors  the  ratio  is 
two-to-one,  while  at  Bethlehem  Steel  the  situation  is  reversed  with  more  than  two 
retirees  for  each  active  worker. 

Even  more  problematic  is  the  plight  of  workers  and  retirees  in  companies  that 
have  declared  bankruptcy.  The  General  Accounting  Office  found  that  even  with 
improvements  in  the  1988  bankruptcy  law,  almost  half  of  surveyed  companies  terminated 
retiree  health  benefits,  leaving  91,000  retirees  responsible  for  fheir  own  health  coverage 
either  permanently  or  for  periods  ranging  from  1  to  16  months. 

Unions  caught  in  the  bankruptcy  crossfire  between  the  creditors,  companies  and 
the  Pension  Benefit  Guaranty  Corporation  (PBGC)  are  particularly  outraged  at  steps 
taken  by  the  PBGC  to  redirect  company  assets  to  pay  for  pension  benefits  at  the  expense 
of  retiree  health  benefits.  There  is  enormous  uncertainty  about  the  adequacy  of 
provisions  for  retiree  health  benefits  for  workers  and  retirees  of  companies  currently  in 
bankruptcy  proceedings. 

We  can  not  overstate  the  difficulties  that  retiree  health  benefits  present  at  the 
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bargaining  table.  Warmed  up  by  a  rash  of  cost-shifting  in  the  1980's,  employers  are 
characterizing  efforts  to  break  their  promise  to  provide  retiree  health  benefits  as 
"unfortunate  mistakes"  in  foresight,  and  not  benefits  critical  to  retirees  and  workers' 
decent  standard  of  living. 

Clearly,  FASB's  new  regulation  has  caused  a  rude  awakening  for  all  parties 
involved  and  has  focused  attention  on  the  need  to  pursue  comprehensive  health  care 

reform. 

Our  assessment  is  that,  at  the  plan  level,  there  are  seriously  imperfect  options  to 
pursue.  Company-by-company  approaches  to  fund  retiree  health  benefits  invariably 
result  in  costs  shifted  to  workers  and  retirees.  A  recent  Business  and  Health  survey  of 
companies  reveals  the  draconian  cost-cutting  measures  used  by  companies  to  control 
retiree  benefit  costs.  The  survey  found  that  75  percent  of  companies  planned  to  increase 
retiree  cost-sharing  in  the  next  two  years.  Sixty-one  percent  of  companies  surveyed 
planned  to  provide  no  future  retiree  health  benefits  as  of  1991. 

Company-by-company  approaches  also  will  result  in  a  more  complicated  overlay 
of  programs  and  mechanisms  to  preserve  some  modicum  of  benefits.  It  is  not  too  far 
afield  to  suggest  that  the  combination  of  new  retiree  health  benefit  funding  mechanisms 
necessary  to  maintain  previously  existing  levels  of  benefits  will  result  ultimately  in  the 
need  for  Congressional  health  benefit  simplification  law. 

The  lack  of  tax-favored  pre-funding  mechanisms  linked  with  ERISA-like  standards 
has  resulted  in  few  employers  pre-funding  for  a  defined  benefit  approach  to  providing 
retiree  health  benefits.  Both  in  pensions  and  retiree  health,  the  shift  has  been  away 
from  defined  benefit  plans  and  toward  defined  contribution  or  defined-dollar  amounts. 
Many  employers  have  explained  that  they  are  reluctant  to  pre-fund  on  any  basis  because 
of  fear  that  their  assets  would  be  confiscated  if  national  health  care  reform  provided  a 
public  program  solution  to  this  problem. 

The  federation  is  also  concerned  that  employers  may  be  pursuing  non-health  plan 
design  strategies,  such  as  personnel/employment  strategies,  to  cope  with  retiree  health 
benefit  costs.  Increasing  service  eligibility,  similar  to  that  used  for  pensions  is  becoming 
a  common  approach  to  the  problem.  Unfortunately,  some  industries  hard  hit  by  the 
recession  are  seeking  to  downsize  their  workforce  through  early  retirement  pension 
incentives,  while  at  the  same  time  implementing  longer  service  requirements  for  retiree 
health  benefit  credits. 

For  all  of  the  reasons  stated  above,  retiree  health  has  become  one  of  the  most 
difficult  issues  in  bargaining  today.  These  dynamics  add  yet  another  dimension  to  the 
labor  management  turbulence  associated  with  bargaining  over  all  types  of  health 
benefits.  With  78  percent  of  strikers  out  over  health  care  in  1989  costing  over  a  billion 
dollars  to  our  economy  in  lost  productivity  —  we  can  not  afford  to  ignore  this  problem. 
Time  has  exacerbated,  not  eased  the  crisis. 

In  1990,  a  study  by  the  AFL-CIO  Employee  Benefits  Department  found  that  a 
majority,  55  percent,  of  striking  workers  struck  over  health  care  as  a  major  issue.  The 
study  also  confirmed  the  cold  reality  of  the  risk  of  job  loss  in  a  strike  over  health  care. 
Last  year  a  shocking  69  percent  of  all  permanently  replaced  workers  struck  over  health 
care  benefits  as  a  major  issue. 

Proposals  to  Extend  Medicare  to  Early  Retirees 

Both  H.R.  3205,  the  "Health  Care  Coverage  and  Cost  Containment  Act  of  1991" 
and  H.R.  1444,  the  "Medicare  Eligibility  and  Expansion  Act  of  1991"  would  lower  the 
age  of  Medicare  eligibility.  These  proposals  are  consistent  with  AFL-CIO  goals  to 
reduce  Medicare  eligibility  to  individuals  age  60. 
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We  support  the  extension  of  Medicare  to  early  retirees  and  older  workers  for 
several  reasons.  Such  proposals  would  considerably  reduce  employer  costs  and  hence  the 
liability  for  retiree  health  benefits. 

At  the  request  of  the  AFL-CIO,  Lewin/ICF,  Inc.  estimated  the  costs  of  extending 
Medicare  coverage  to  all  individuals  between  the  ages  of  60  and  64.  The  estimates 
reflect  the  assumption  that  all  individuals  in  this  age  range  would  automatically  be 
eligible,  receive  full  Medicare  benefits,  and  that  Medicare  would  be  the  primary  payer 
for  workers  and  dependents,  including  those  covered  by  employer  plans.  Employers  who 
now  insure  will  continue  to  provide  "wrap  around"  coverage  for  services  not  covered 
under  Medicare.  The  study  also  assumes  that  newly  eligible  persons  age  60  to  64  would 
pay  medicare  Part  B  premium  ($29.90  in  1991)  and  no  premium  payments  would  be 
required  for  persons  below  poverty. 

Under  such  a  scenario,  private  employer  health  spending  for  persons  age  60  to  64 
would  decrease  by  $4.6  billion.  Medicare  program  enrollment  in  1991  would  rise  by  4.1 
million  for  those  age  60  to  61  and  7.8  million  for  those  age  62  to  64.  Total  Medicare 
program  costs  would  rise  by  $15.4  billion,  but  when  offset  by  new  part  B  premium 
increases,  Medicare  program  costs  would  increase  by  $10.5  billion.  However,  the  key 
point  for  the  committee's  deliberations  is  that  the  net  change  in  health  spending  overall 
in  the  economy  would  be  a  modest  increase  of  $0.7  billion  -  as  a  result  of  savings  to 
state  and  local  governments,  workers  and  their  families,  employers,  and  hospitals  for 
uncompensated  care. 

Employer  savings,  as  estimated  by  Lewin/ICF,  Inc.,  would  enable  the  redirection 
of  benefit  dollars  back  to  wages  and  other  important  benefits  such  as  pensions,  now 
crowded  out  by  retiree  health  care  costs.  Unions  and  employers  would  benefit  by 
pooling  risks,  spreading  costs,  and  matching  benefit  eligibility  with  the  average 
retirement  age  of  60  years. 

We  believe  that  this  option  is  the  appropriate  mechanism  for  pre-funding  retiree 
health  benefits  that  the  private  sector  has  been  unable  to  achieve  thus  far.  Speedy  and 
deliberate  Congressional  action  to  achieve  this  policy  solution  can  and  will  save 
tremendous  hardship  for  million  of  workers,  retirees  and  their  families. 

The  AFL-CIO  views  these  proposals  as  an  integral  part  of  national  health  care 
reform  and  the  systemic  restructuring  necessary  to  provide  health  care  for  all  Americans. 

The  AFL-CIO  commends  you,  Mr.  Chairman,  for  these  hearings  and  your 
commitment  to  these  issues.  Thank  you. 
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Statement  by  the  AFL-CIO  Executive  Council 
on 

National  Health  Care  Reform 

February  19,  1991 
Bal  Karbour,  Florida 


Since  the  1920s,  unions  have  advocated  national  reform  of  the 
health  care  delivery  system  to  guarantee  all  Americans,  from 
children  to  seniors,  the  right  to  health  care. 

We  have  supported  passage  of  federal  legislation  that  moves 
toward  the  goal  of  a  national  social  insurance  program.  We  have 
supported  a  requirement  that  all  employers  contribute  their  fair 
share  to  the  cost  of  care.  We  have  supported  that  development  of 
a  national  cost  containment  system  to  prevent  shifting  of  costs 
from  one  payer  to  another. 

We  continue  to  support  these  principles  today  and  believe  that 
now  is  the  time  to  renew  the  fight  for  national  health  care  reform 
legislation  consistent  with  our  traditional  support  of  a  social 
insurance  system.  The  labor  movement  is  united  in  its 
determination  to  achieve  universal  access,  significant  cost 
containment,  quality  care  and  progressive  financing. 

The  current  crisis — the  soaring  cost  of  hospital  care, 
physician  services  and  prescription  drugs;  37  million  uninsured 
Americans;  mounting  threats  to  the  quality  of  health  care  and 
continued  strife  at  the  bargaining  table — demands  immediate  action. 
The  refusal  of  some  employers  to  provide  coverage  has  added  to  the 
cost  of  care  for  those  who  are  insured,  while  millions  of  other 
Americans  covered  by  health  plans  in  the  federal,  public  and 
private  sectors  have  suffered  the  financial  burden  of  increased 
cost-shifting  and  reductions  in  benefits. 

The  urgency  of  the  health  care  crisis  for  the  consumers  and 
purchasers  of  care  and  for  those  who  have  fallen  through  the  cracks 
in  the  current  system  requires  us  to  seek  relief  now,  without 
compromising  our  principles,  and  to  support  measures  that  can  be 
enacted.  Such  proposals  would  move  the  nation  to  universal  access 
by  requiring  all  employers,  including  the  federal  government  to 
contribute  fairly  to  the  cost  of  care.  Such  measures  also  would 
introduce  effective  health  care  cost  containment,  improve  the 
quality  of  care,  streamline  the  complex  and  expensive  structure  of 
our  current  insurance  system  and  advance  the  principle  of 
progressive  financing. 

In    this    regard,    the    federal    government    must    be    a  model 
employer   and   establish   the   standard   by   ensuring   that   its  plan 
operates  within  these  principles.    There  is  also  a  need  to  address 
the  problem  of  retiree  health  costs  in  the  coal  industry  and  other 
sectors. 

We  call  upon  all  affiliates  to  join  the  Federation's 
nationwide  grassroots  campaign  by  mobilizing  their  members  in  an 
all-out  lobbying  effort  to  win  national  reform. 

To  succeed  in  this  effort,  the  Federation  will  form  coalitions 
with  consumer  groups,  employers,  community-based  organizations  and 
providers  to  call  on  Congress  for  expeditious  enactment  of  federal 
legislation  that  will: 

*  Guarantee  all  Americans  the  right  to  health  care  by 
establishing  a  national  social  insurance  program  that  includes 
workers,  the  unemployed  and  others  not  in  the  labor  force  and 
incorporates  Medicare  and  Medicaid. 

*  Continue  the  labor  movement's  long-held  goal  of  a  social 
insurance   national   health   care  program,    while   recognizing  that 
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reform  may  come  about  in  stages.  Accordingly,  we  will  support 
measures  that  would  move  the  nation  toward  our  goals. 

*  Establish  a  national  cost  containment  program  that 
includes  a  cap  on  health  expenditures,  a  capital  budget  that 
manages  the  now-uncontrolled  duplication  of  technology  and  improves 
the  allocation  of  resources,  and  a  federal  authority  that 
negotiates  uniform  reimbursement  rates  (with  hospitals,  doctors  and 
other  providers)  to  be  used  by  all  payers. 

*  Create  a  national  commission  of  consumers,  labor 
management,  government  and  providers  to  administer  the  program. 

*  Guarantee  a  core  package  of  health  care  benefits. 
Supplemental  benefits  above  the  core  package  can  be  provided  on  a 
voluntary  basis  or  through  collective  bargaining. 

*  Contain  progressive  and  equitable  financing  that  requires 
all  employers  to  contribute  toward  health  care  coverage. 

*  Overhaul  the  existing  administrative  structure  by 
establishing  requirements  for  administrative  intermediaries  that 
would  standardize  claims  forms,  restrict  the  number  of  entities 
participating  in  the  system,  improve  delivery  of  care;  and  assure 
that  no  individual  will  be  denied  coverage,  regardless  of  age, 
income,  employment  status  or  prior  health  care  history. 

*  Reduce  employment-based  retiree  health  costs  by  dropping 
Medicare  eligibility  to  age  60,  putting  the  program  in  line  with 
the  average  retirement  age. 

*  Improve  quality  through  the  widespread  dissemination  of 
information  to  physicians  through  practice  guidelines,  create  a 
national  system  for  technology  assessment  and  build  a  national  data 
base  on  the  cost  and  quality  of  care. 

*  Encourage  physicians  to  avoid  unnecessary  tests  and 
medical  procedures,  while  developing  a  better  system  for  handling 
malpractice  disputes. 

*  Devise  a  strategy  to  provide  all  Americans  access  to 
long-term  care  and  to  make  home  care  available  to  the  chronically 
ill. 

### 
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Chairman  Stark.  Thank  you. 
Mr.  Hirschland. 

STATEMENT  OF  DAVID  HIRSCHLAND,  ASSISTANT  DIRECTOR, 
SOCIAL  SECURITY  DEPARTMENT,  INTERNATIONAL  UNION, 
UNITED  AUTOMOBILE,  AEROSPACE  &  AGRICULTURAL  IMPLE- 
MENT WORKERS  OF  AMERICA  (UAW) 

Mr.  Hirschland.  Good  afternoon. 

Contracts  negotiated  by  the  UAW  with  the  major  automobile, 
aerospace,  agricultural  implement,  and  parts  companies  generally 
provide  health  insurance  coverage  for  retired  workers  and  their 
families. 

In  all  too  many  situations  during  the  last  two  decades,  however, 
employers  have  unilaterally  terminated  or  drastically  reduced 
their  retiree  health  insurance  programs.  This  has  often  occurred  in 
the  context  of  plant  closings  and  bankruptcies.  A  partial  list  of  the 
cases  in  which  UAW  represented  retirees  have  been  involved  is  at- 
tached to  this  statement.  In  these  situations,  the  impact  on  retired 
workers  and  their  families  has  been  devastating. 

Recently,  employers  have  tried  to  justify  these  cutbacks  based  on 
changes  in  accounting  rules  for  retiree  health  care.  It  is  important 
to  keep  in  mind,  however,  that  this  change  does  not  impose  any 
new  liabilities  on  employers.  It  simply  requires  employers  to  dis- 
close liabilities  for  health  insurance  benefits  which  they  provide  to 
retirees. 

There  are  two  other  major  reasons  why  companies  are  so  con- 
cerned about  cutting  back  on  their  retiree  health  insurance  liabil- 
ities. First,  health  care  costs  have  been  rising  sharply. 

Second,  many  of  the  companies  that  provide  retiree  health  insur- 
ance coverage,  particularly  older  companies  in  the  manufacturing 
sector,  have  been  encountering  growing  competitive  pressures  to 
cut  back  on  coverage  for  retirees. 

These  employers  face  competition  from  foreign  companies  which 
operate  under  national  health  care  programs  that  do  a  much  better 
job  of  containing  health  care  costs  and  distribute  the  burden  of  re- 
tiree health  care  costs  across  the  entire  society.  These  employers 
also  face  competition  from  younger  domestic  companies  which  have 
a  much  lower  ratio  of  retirees  to  active  workers,  and  therefore  do 
not  have  to  bear  the  same  burden  of  retiree  health  care  costs. 

The  domestic  auto  industry  is  confronted  by  both  of  these  com- 
petitive pressures.  Health  care  costs  for  employers  in  Japan  are  ap- 
proximately one-third  the  cost  for  employers  in  this  country.  This 
gives  the  Japanese  auto  companies  a  big  cost  advantage  when  they 
import  cars  into  this  country. 

In  addition,  the  transplant  facilities  established  by  the  Japanese 
companies  in  this  country  are  relatively  new  and  have  very  few  re- 
tirees. In  contrast,  the  domestic  auto  companies  have  almost  as 
many  retirees  as  active  workers.  This  gives  the  Japanese  trans- 
plant facilities  a  considerable  cost  advantage  over  the  domestic 
companies. 

Similar  dynamics  are  at  work  in  other  major  industries.  As  long 
as  employers  have  to  compete  on  the  basis  of  their  health  care 
costs,  there  will  be  a  significant  incentive  for  employers  to  seek 
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ways  to  reduce  these  costs.  There  should  be  a  level  playing  field. 
All  employers  should  share  equally  in  the  cost  of  providing  a  basic 
level  of  health  care  protection  to  all  Americans. 

Retiree  health  care  costs  have  been  a  major  issue  in  most  UAW 
collective  bargaining  negotiations.  We  have  consistently  resisted 
employer  attempts  to  cut  back  retiree  health  insurance  benefits  at 
the  bargaining  table.  We  have  worked  with  employers  to  try  to  find 
ways  of  containing  the  overall  escalation  of  health  care  costs 
through  a  variety  of  managed  care  programs. 

Since  1980,  the  UAW  has  been  involved  in  numerous  lawsuits 
seeking  to  prevent  attempts  by  employers  to  unilaterally  reduce  or 
cancel  retiree  health  care  coverage. 

The  UAW  was  also  in  the  forefront  of  the  struggle  to  enact  legis- 
lation to  prevent  employers  from  using  the  bankruptcy  code  to 
evade  their  obligations  to  retirees. 

Unfortunately,  as  long  as  our  health  care  system  relies  on  em- 
ployer-sponsored health  insurance  coverage,  we  will  have  to  face 
the  fact  that  companies  sometimes  find  themselves  in  financial  dif- 
ficulty and  sometimes  even  fail.  The  bankruptcy  legislation  and 
litigation  cannot  protect  retirees  from  losing  health  insurance  ben- 
efits in  situations  where  companies  legitimately  do  not  have  the  re- 
sources to  pay  for  the  benefits. 

The  only  way  to  finally  solve  the  retiree  health  problem  is  to  es- 
tablish a  system  which  is  not  based  on  the  employment  relation- 
ship. The  UAW  commends  Representative  Rostenkowski  for  intro- 
ducing H.R.  3205,  which  would  lower  the  Medicare  eligibility  age  to 
60,  and  which  would  allow  pre-age  60  retirees  to  be  covered  by  a 
public  health  care  program. 

These  provisions  would  represent  a  significant  step  toward  assur- 
ing access  to  adequate  health  care  services  for  all  retirees.  In  addi- 
tion, these  provisions  would  help  to  reduce  the  competitive  inequi- 
ties being  experienced  by  older  companies  with  large  retiree  health 
care  costs. 

However,  the  UAW  remains  convinced  that  the  best  approach 
would  be  the  adoption  of  a  comprehensive  single-payer  social  insur- 
ance national  health  care  program  modeled  along  the  lines  of  the 
Canadian  health  care  system.  Representative  Marty  Russo  has  in- 
troduced the  proposed  Universal  Health  Care  Act  of  1991,  which 
would  basically  establish  this  type  of  program.  The  UAW  strongly 
supports  this  legislation,  and  we  urge  other  Members  to  join  in  co- 
sponsoring  it. 

Unless  Congress  takes  steps  to  expand  Medicare  or  to  move 
toward  a  more  comprehensive  single-payer  national  health  care 
system,  the  only  other  way  to  effectively  address  the  retiree  health 
care  problem  would  be  to  require  the  establishment  of  industry- 
wide pooling  mechanisms.  This  type  of  approach  would  guarantee 
that  health  insurance  coverage  for  retirees  would  continue,  not 
withstanding  the  bankruptcy  or  liquidation  of  a  particular  employ- 
er in  the  industry. 

At  the  same  time,  if  the  pool  were  financed  through  some  form 
of  uniform  contribution  by  employers  in  the  industry,  this  would 
create  a  level  playing  field  between  all  employers,  thereby  elimi- 
nating the  competitive  pressure  to  cut  back  on  retiree  health  insur- 
ance coverage. 
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A  blue  ribbon  Federal  commission  established  by  Secretary  of 
Labor  Dole  in  1990  recommended  that  this  type  of  industrywide 
pool  be  established  in  the  mine  industry  in  order  to  solve  the  prob- 
lems associated  with  so-called  orphan  retirees.  The  UAW  believes 
that  the  Dole  commission's  recommendation  could  serve  as  a  model 
for  addressing  the  retiree  health  care  problems  in  other  industries. 

We  strongly  support  this  approach,  and  urge  Congress  to  give 
prompt  favorable  consideration  to  legislation  implementing  it.  We 
are  prepared  to  work  with  the  subcommittee  in  exploring  how  this 
type  of  approach  could  be  implemented. 

Thank  you. 

[The  prepared  statement  and  attachment  follow:] 
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STATEMENT  OF  DAVID  HIRSCHLAND,  ASSISTANT  DIRECTOR,  SOCIAL 
SECURITY  DEPARTMENT,  INTERNATIONAL  UNION, 
UNITED  AUTOMOBDLE,  AEROSPACE  &  AGRICULTURAL 
IMPLEMENT  WORKERS  OF  AMERICA  (UAW) 

Mr.  Chairman,  I  am  David  Hirschland,  Assistant  Director  of  the  UAW  Social 
Security  Department.  I  want  to  thank  you  for  the  opportunity  to  testify  on  behalf  of 
1.4  million  active  and  retired  members  of  the  International  Union,  UAW  and  their 
families  on  the  subject  of  retiree  health  care  benefits. 

The  contracts  negotiated  by  the  UAW  with  the  major  automobile,  aerospace, 
agricultural  implement  and  part's  companies  generally  provide  health  insurance 
coverage  for  retired  workers  and  their  families.  Retirees  who  are  not  yet  eligible  for 
Medicare  receive  essentially  the  same  health  insurance  coverage  as  active  workers. 
Retirees  who  are  covered  by  Medicare  typically  receive  "wrap  around"  coverage 
which  fills  in  the  difference  between  the  coverage  provided  to  active  workers  and 
the  coverage  provided  under  Medicare. 

The  UAW  is  justifiably  proud  of  its  achievements  in  negotiating  health 
insurance  coverage  for  thousands  of  retired  UAW  members  and  their  families.  We 
view  this  coverage  as  essential  to  providing  security  and  dignity  in  retirement. 

The  General  Accounting  Office  has  estimated  that,  overall,  employer 
sponsored  retiree  health  insurance  plans  cover  about  five  million  retirees.  About 
two  million,  or  forty  percent,  of  these  persons  are  under  age  65.  Eighty  percent  of 
companies  with  retiree  health  insurance  programs  cover  retirees  under  age  65;  over 
sixty  percent  of  these  companies  cover  retirees  regardless  of  age. 

Clearly  there  is  a  pressing  need  to  expand  coverage  under  employer 
sponsored  retiree  health  insurance  programs.  Unfortunately,  individuals  who 
currently  have  retiree  health  benefits  are  increasingly  in  danger  of  losing  this 
essential  protection. 

In  all  too  many  situations  during  the  last  two  decades,  employers  have 
unilaterally  terminated  or  drastically  reduced  their  retiree  health  insurance 
programs.  This  has  often  occurred  in  the  context  of  plant  closings  and  bankruptcies. 
The  most  notorious  example  occurred  in  July,  1986,  when  LTV  Corporation  filed 
for  reorganization  under  Chapter  11  of  the  Bankruptcy  Code,  and  at  the  same  time, 
unilaterally  terminated  all  heath  insurance  benefits  for  approximately  S0,000 
retirees  and  their  families.  But  there  are  scores  of  other  cases  in  which  employers 
have  attempted  to  terminate  their  retiree  health  insurance  programs  or  reduce 
benefits  substantially.  A  partial  list  of  the  cases  in  which  UAW-represented  retirees 
have  been  involved  is  attached  to  this  statement. 

In  these  situations,  the  impact  on  retired  workers  and  their  families  has  been 
devastating.  This  has  been  particularly  true  for  those  retirees  and  their  spouses  and 
dependents  who  are  not  yet  eligible  for  Medicare,  and  therefore  are  left  without  any 
health  insurance  protection  whatsoever.  This  impact  is  immediate:  retirees  who  are 
ill  need  medical  care  now.  They  cannot  wait  years  for  legal  cases  to  be  resolved. 

Very  often,  retired  workers  cannot  replace  the  health  insurance  coverage 
which  is  lost  when  the  employer-sponsored  program  is  terminated.  It  is  almost 
impossible  for  retirees  to  re-enter  the  work  force  and  obtain  group  coverage. 
Individual  policies  may  not  be  available  at  any  price  for  older  individuals  with 
serious  medical  conditions  who  are  frequently  considered  "uninsurable"  by  private 
insurance  companies.  If  health  insurance  coverage  is  lost,  retired  workers  and  their 
families  find  access  to  needed  medical  services  difficult,  if  not  impossible,  to  obtain. 

The  termination  of  employer-sponsored  retiree  health  insurance  programs 
causes  significant  financial  hardship  for  retirees.  When  retirees  cannot  replace  the 
lost  health  insurance  coverage,  the  onset  of  serious  illness  invariably  saddles  them 
with  huge  medical  bills  that  can  wipe  out  a  lifetime  of  savings.  In  those  cases  where 
the  retirees  are  fortunate  enough  to  obtain  individual  health  insurance  policies,  the 
high  cost  is  a  terrible  burden  made  heavier  when  living  on  fixed  incomes.  The  result 
is  a  sharp  drop  in  the  retirees'  standard  of  living.  Years  of  planning  for  retirement, 
with  all  of  its  expectations,  are  dashed. 

The  serious  psychological  trauma  which  is  suffered  by  retirees  following  the 
termination  of  employer-sponsored  retiree  health  insurance  programs  is  not 
insignificant.  The  retirees  are  suddenly  faced  with  the  prospect  of  having  to  live  in 
constant  fear  of  becoming  ill,  not  knowing  whether  they  will  be  able  to  obtain 
needed  health  care  because  of  limited  resources  to  pay  for  such  care.  They  are 
faced  with  an  abrupt  change  in  retirement  expectations.  In  many  cases,  the  decision 
to  retire  is  based  in  large  part  on  the  expectation  that  the  employer  will  continue  to 
provide  and  pay  for  health  insurance  coverage  for  the  rest  of  the  retiree's  life. 
When  this  expectation  is  suddenly  destroyed,  the  retirees  have  very  little  recourse. 
They  cannot  undo  their  retirement  or  start  a  new  career. 
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Complete  termination  of  retiree  health  insurance  programs  is  not  the  only 
danger  facing  retirees.  More  and  more  employers  have  reduced  the  benefits 
provided  under  these  programs.  Sometimes  these  cutbacks  are  applied  to  current 
retirees;  in  other  cases,  they  are  simply  imposed  on  future  retirees.  In  some  cases, 
the  cutbacks  take  the  form  of  increased  deductibles,  copayments  and  premium 
sharing  by  retirees.  More  recently,  there  has  been  growing  pressure  from  employers 
to  change  the  basic  plan  design  from  a  defined  benefit  approach,  which  guarantees 
retirees  a  specific  health  care  benefit  package,  to  a  defined  contribution  approach, 
which  only  promises  a  certain  monetary  contribution  to  the  retirees.  Regardless  of 
the  approach  taken  by  an  employer,  the  result  is  a  reduction  in  the  protections 
afforded  to  retirees  under  the  employer-sponsored  retiree  health  insurance  program 
and  a  reduction  in  their  standard  of  living. 

Although  companies  have  been  attempting  to  cut  back  on  retiree  health  care 
benefits  since  the  early  seventies,  the  problem  has  become  even  more  pervasive  in 
recent  years.  Today,  employers  try  to  justify  these  cutbacks  based  on  changes  in 
accounting  rules  for  post-retirement  health  insurance  benefits  which  have  been 
promulgated  by  the  Financial  Accounting  Standards  Board  (FASB). 

In  1990,  FASB  issued  its  standard  on  Accounting  for  Post  Retirement 
Benefits  Other  Than  Pensions  (FAS  106)  which,  beginning  in  1993,  will  require 
companies  to  recognize  retiree  health  liabilities  for  current  and  future  retirees  on 
their  financial  statements.  This  change  has  moved  employer  sponsored  retiree 
health  benefits  to  the  "crisis"  category,  and  companies  have  begun  to  search  in 
earnest  for  a  way  to  cut  these  costs. 

It  is  important  to  keep  in  mind,  however,  that  FASB  does  not  impose  any 
new  liabilities  on  employers.  It  simply  requires  employers  to  disclose  liabilities  for 
health  insurance  benefits  which  they  provide  to  retirees.  Whereas  employers 
previously  had  the  luxury  of  ignoring  the  liabilities  associated  with  their  retiree 
health  insurance  programs,  FASB  now  forces  this  issue  to  center  stage. 

There  are  two  other  major  reasons  why  companies  are  so  concerned  about 
cutting  back  on  their  retiree  health  insurance  liabilities.  First,  like  health  care  costs 
generally,  the  costs  associated  with  retiree  health  care  benefits  have  been  rising 
sharply.  Throughout  the  1980s,  the  Medical  Care  component  of  the  Consumer  Price 
Index  rose  much  faster  than  the  overall  Consumer  Price  Index.  As  these  out  of 
control  increases  have  continued,  more  and  more  of  the  resources  of  companies 
have  had  to  be  devoted  to  maintaining  health  insurance  coverage,  including  benefits 
for  retirees.  This  has  forced  employers  to  begin  to  look  for  ways  of  reducing  all  of 
their  health  care  costs,  including  those  associated  with  retirees. 

Second,  many  of  the  companies  that  provide  retiree  health  insurance 
coverage  -  particularly  older  companies  in  the  manufacturing  sector  -  have  been 
encountering  growing  competitive  pressures  to  cut  back  on  coverage  for  retirees. 
These  employers  face  competition  from  foreign  companies  which  operate  under 
national  health  care  programs  that  do  a  much  better  job  of  containing  health  care 
costs,  and  distribute  the  burden  of  retiree  health  care  costs  across  the  entire  society. 
These  employers  also  face  competition  from  younger,  domestic  companies  which 
have  a  much  lower  ratio  of  retirees  to  active  workers,  and  therefore  do  not  have  to 
bear  the  same  burden  of  retiree  health  care  costs. 

The  domestic  auto  industry  is  confronted  by  both  of  these  competitive 
pressures.  Health  care  costs  for  employers  in  Japan  are  approximately  one-third  the 
costs  for  employers  in  this  country.  This  gives  the  Japanese  auto  companies  a  big 
cost  advantage  when  they  import  cars  into  this  country.  In  addition,  the  transplant 
facilities  established  by  the  Japanese  companies  in  this  country  are  relatively  new. 
They  have  very  few  retirees.  In  contrast,  the  domestic  auto  companies  have  almost 
as  many  retirees  as  active  workers.  This  gives  the  Japanese  transplant  facilities  a 
considerable  cost  advantage  over  the  domestic  companies. 

Similar  dynamics  are  at  work  in  other  major  industries,  including  agricultural 
implements,  steel,  mining,  telecommunications,  and  airlines.  As  long  as  employers 
have  to  compete  on  the  basis  of  their  health  care  costs,  there  will  be  a  significant 
incentive  for  employers  to  seek  ways  to  reduce  these  costs,  and  in  particular,  to  cut 
back  on  health  care  benefits  for  retirees. 

Employers  should  not  have  to  compete  on  the  basis  of  health  care  costs. 
There  should  be  a  "level  playing  field."  All  employers  should  share  equally  in  the 
costs  of  providing  a  basic  level  of  health  care  protection  to  all  Americans.  All 
employers  currently  pay  the  same  contribution  (i.e.,  the  same  percentage  of  wages) 
to  Social  Security  in  order  to  provide  a  basic  level  of  retirement  and  disability 
income  to  workers.  The  same  principle  should  be  applied  to  the  financing  of  health 
insurance  benefits,  including  coverage  for  retirees. 
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Workers  in  the  older,  manufacturing  sector  of  our  economy  have  been  hit 
especially  hard  by  employer  assaults  on  retiree  health  insurance  coverage.  The 
strikes  by  the  Mineworkers  against  Pittston  and  by  CWA  and  IBEW  against  Nynex 
were  caused  in  large  part  by  employer  efforts  to  cut  back  on  retiree  health  care 
benefits.  While  these  cases  received  the  most  publicity,  the  same  story  has  been 
repeated  in  countless  other  sets  of  negotiations  across  this  country. 

Retiree  health  care  costs  have  been  a  major  issue  in  most  UAW  collective 
bargaining  negotiations  in  recent  years.  We  have  consistently  resisted  employer 
attempts  to  cut  back  retiree  health  insurance  benefits  at  the  bargaining  table.  We 
have  worked  with  employers  to  try  to  find  ways  of  containing  the  overall  escalation 
of  health  care  costs  through  a  variety  of  managed  care  programs,  including  HMOs 
and  PPOs. 

Since  1980,  the  UAW  has  been  involved  in  numerous  lawsuits  seeking  to 
prevent  attempts  by  employers  to  unilaterally  reduce  or  cancel  health  insurance 
coverage  for  thousands  of  retired  members  and  their  families.  We  believe  that 
retiree  health  insurance  is  a  vested,  lifetime  benefit,  promised  by  employers  for  the 
duration  of  retirement,  which  may  not  be  reduced  once  a  worker  (whether  union  or 
non-union)  retires.  Since  the  retiree  has  rendered  all  of  his  or  her  promised  services 
to  the  employer,  upon  retirement  he/she  is  entitled  to  get  the  benefits  the  employer 
has  promised  in  return,  and  the  employer  may  not  renege  on  its  commitment. 
These  principles  have  been  recognized  by  some  courts.  See,  e.g.,  UAW  v.  Yard-Man, 
716  F.2d  1476  (6th  Cir.  1983),  cert,  denied  104  S.  Ct.  1002  (1984);  UAW  v.  Cadillac 
Malleable  Iron  Co..  Inc..  728  F.2d.  807  (6th  Cir.  1984);  Local  150- A.  UFCW  v. 
Dubuque  Packing.  756  F.  2e  (8th  Cir.  1985). 

The  UAW  was  in  the  forefront  of  the  struggle  to  enact  legislation  to  prevent 
employers  from  using  the  bankruptcy  code  to  evade  their  obligations  to  retirees. 
After  LTV  Corporation  filed  for  bankruptcy  and  terminated  its  retiree  health 
insurance  program  in  July  1986,  the  UAW  and  Steelworkers  worked  to  enact  the 
Retiree  Benefits  Bankruptcy  Protection  Act  of  1988.  This  important  legislation 
prohibits  companies  from  unilaterally  terminating  health  insurance  coverage  for 
retirees  upon  filing  for  bankruptcy.  Instead,  companies  must  continue  paying  such 
benefits  until  the  authorized  representative  of  the  retirees  agrees  to  modifications, 
or  a  court  determines  that  modifications  are  necessary  to  permit  reorganization  of 
the  company  and  are  fair  and  equitable  to  the  retirees  and  all  other  interested 
parties.  Any  plan  of  reorganization  must  provide  for  the  continued  payment  of 
retiree  insurance  benefits  at  the  level  agreed  to  by  the  authorized  representative  of 
the  retirees,  or  determined  by  the  court  to  be  "necessary,  fair,  and  equitable."  This 
landmark  legislation  will  prevent  companies  like  LTV  from  using  the  bankruptcy 
code  as  a  device  to  arbitrarily  reduce  or  eliminate  retiree  health  insurance  coverage. 

However,  this  bankruptcy  legislation  and  the  litigation  dealing  with  the 
vesting  of  retiree  health  insurance  benefits  cannot  provide  a  complete  solution  to 
the  problems  facing  retirees  and  their  families.  Unfortunately,  as  long  as  our  health 
care  system  relies  on  employer-sponsored  health  insurance  coverage,  we  will  have  to 
face  the  fact  that  companies  sometimes  find  themselves  in  difficult  financial 
situations,  and  sometimes  even  fail.  The  bankruptcy  legislation  and  litigation  can 
stop  unscrupulous  companies  from  evading  their  obligations  to  retirees,  but  cannot 
protect  retirees  from  losing  health  insurance  benefits  in  situations  where  companies 
legitimately  do  not  have  the  resources  to  pay  for  the  benefits.  And  future  retirees 
will  always  be  at  risk,  depending  on  the  economic  situation  of  their  employer. 

Some  persons  have  argued  that  the  "solution"  to  the  retiree  health  insurance 
problem  is  to  allow  employers  to  "pre-fund"  these  benefits  on  a  tax  favored  basis. 
There  are  a  number  of  problems  with  this  approach.  It  would  certainly  result  in  a 
large  revenue  loss  to  the  federal  government,  which  would  only  serve  to  aggravate 
our  already  serious  budget  deficit.  In  addition,  it  is  doubtful  that  this  would  lead  to 
any  improvement  in  health  insurance  coverage  for  retirees.  Most  older 
manufacturing  companies  that  are  under  competitive  pressure  to  reduce  retiree 
health  benefits  would  not  have  the  resources  to  "pre-fund"  these  benefits,  even  on  a 
tax  favored  basis.  This  approach  would  not  alleviate  the  underlying  competitive 
pressures  on  these  companies. 

Other  persons  have  argued  that  the  limited  transfers  of  so-called  "excess" 
pension  assets,  permitted  under  the  budget  reconciliation  legislation  enacted  in 
1990,  should  be  expanded.  The  UAW  believes  that  the  monies  contributed  to 
pension  funds  should  be  retained  exclusively  for  use  in  connection  with  providing 
retirement  income  to  the  participants  and  beneficiaries.  We  should  not  allow 
employers  to  direct  those  assets  for  other  purposes  because  in  the  end,  the 
retirement  income  security  of  workers  and  retirees  will  be  undermined. 
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However,  if  Congress  should  decide  to  approve  tax  favored  pre-funding  or 
expanded  transfers  of  pension  assets  for  retiree  health  benefits,  the  UAW  believes 
that  vesting  and  accrual  standards  should  be  adopted  for  retiree  health  benefits. 
Current  retirees,  as  well  as  future  retirees,  must  be  protected  from  arbitrary 
reduction  or  elimination  of  their  benefits.  The  same  types  of  protections  have  long 
been  required  as  the  quid  pro  quo  for  tax  favored  funding  of  pension  benefits.  The 
same  principles  should  be  applied  to  retiree  health  benefits. 

Retiree  health  insurance  benefits  are  not  simply  a  gift  or  gratuity  which  the 
employer  bestows  upon  workers  when  they  retire.  These  benefits  represent  a  form 
of  deferred  compensation,  which  is  earned  by  workers  over  their  entire  working 

careers.  In  effect,  workers  forego  higher  wages  and  other  benefits  in  exchange  for 
the  promise  of  health  insurance  benefits  during  their  retirement.  Thus,  it  is  simply 
unfair  to  allow  employers  to  renege  on  their  part  of  the  bargain,  and  to  arbitrarily 
reduce  or  eliminate  retiree  health  insurance  benefits  for  individuals  who  have 
already  retired,  or  for  active  workers  who  have  performed  long  periods  of  service 
for  the  employer. 

The  only  way  to  finally  solve  the  retiree  health  problem  is  to  establish  a 
system  which  is  not  based  on  the  employment  relationship.  The  Medicare  program 
has  played  an  extremely  important  role  in  guaranteeing  all  retirees  age  65  or  older  a 
minimum  level  of  health  insurance  coverage.  The  UAW  strongly  supports  efforts  to 
expand  the  Medicare  program,  either  by  lowering  the  eligibility  age,  or  by  enlarging 
the  range  of  benefits  provided  under  Medicare. 

The  UAW  commends  Representative  Rostenkowski  for  introducing  H.R. 
3205,  which  would  lower  the  Medicare  eligibility  age  to  60,  and  which  would  allow 
pre-age  60  retirees  to  be  covered  by  a  public  health  care  program.  These  provisions 
would  represent  a  significant  step  toward  assuring  access  to  adequate  health  care 
services  for  all  retirees.  In  addition,  these  provisions  would  help  to  reduce  the 
competitive  inequities  being  experienced  by  older  companies  with  large  retiree 
health  care  costs. 

However,  the  UAW  remains  convinced  that  the  best  approach  would  be  the 
adoption  of  a  comprehensive,  single  payer,  social  insurance  national  health  care 
program,  modeled  along  the  lines  of  the  Canadian  health  care  system. 
Representative  Marty  Russo  has  introduced  the  proposed  Universal  Health  Care 
Act  of  1991  (H.R.  1300),  which  would  basically  establish  this  type  of  program.  The 
UAW  strongly  supports  this  legislation;  we  urge  other  members  to  join  in 
cosponsoring  it. 

The  Russo  bill  would  guarantee  all  Americans  access  to  comprehensive 
health  care  benefits,  including  long  term  care,  as  well  as  hospital  and  physician 
acute  care  services.  Individuals  would  be  assured  of  continued  health  insurance 
coverage,  regardless  of  their  employment  status.  Retirees,  as  well  as  active  workers, 
would  no  longer  have  to  fear  cutbacks  in  benefits  or  the  total  cancellation  of  their 
insurance  coverage.  At  the  same  time,  the  Russo  bill  would  establish  a  "level 
playing  field"  between  all  employers  by  requiring  every  employer  to  share  in  the 
costs  of  providing  health  insurance  protection  to  retirees  and  active  workers. 

In  addition  to  the  Russo  bill,  there  are  a  number  of  other  single  payer 
proposals  which  would  also  help  to  solve  the  retiree  health  care  crisis. 
Representatives  Stark  and  Gibbons  have  introduced  legislation  which  would 
basically  expand  Medicare  to  cover  the  entire  population  (H.R.  650,  Rep.  Stark; 
H.R.  1777,  Rep.  Gibbons).  Representative  Oakar  has  introduced  legislation  (H.R. 
8)  based  in  large  part  on  a  proposal  developed  by  the  Committee  for  National 
Health  Insurance,  of  which  the  UAW  is  a  charter  member.  Representative  Dingell 
has  introduced  his  own  single  payer  proposal  (H.R.  16).  The  UAW  believes  all  of 
these  proposals  merit  serious  consideration. 

Unless  Congress  takes  steps  to  expand  Medicare  or  to  move  to  a  more 
comprehensive  single  payer  national  health  care  program,  the  only  other  way  to 
effectively  address  the  retiree  health  care  problem  would  be  to  require  the 
establishment  of  industry-wide  pooling  mechanisms.  This  type  of  approach  would 
guarantee  that  health  insurance  coverage  for  retirees  would  continue 
notwithstanding  the  bankruptcy  or  liquidation  of  a  particular  employer  in  the 
industry.  At  the  same  time,  if  the  pool  were  financed  through  some  form  of 
uniform  contribution  by  employers  in  the  industry,  this  would  create  a  "level  playing 
field"  between  all  employers,  thereby  eliminating  the  competitive  pressures  to  cut 
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back  on  retiree  health  insurance  coverage. 

A  blue  ribbon  federal  commission  established  by  U.S.  Secretary  of  Labor 
Elizabeth  Dole  in  1990  recommended  that  this  type  of  industry-wide  pool  be 
established  in  the  mine  industry  in  order  to  solve  the  problems  associated  with  so- 
called  orphan  retirees.  The  retiree  health  care  problem  facing  the  mine  industry  is 
similar  to  the  problems  facing  the  automobile,  agricultural  implement  and  other 
industries.  Accordingly,  the  UAW  believes  that  the  Dole  Commission's 
recommendation  could  serve  as  a  model  for  addressing  the  retiree  health  care 
problems  in  other  industries.  We  strongly  support  this  approach  and  urge  Congress 
to  give  prompt,  favorable  consideration  to  legislation  implementing  it.  We  are 
prepared  to  work  with  this  Subcommittee  in  exploring  how  this  type  of  approach 
could  be  implemented. 

In  conclusion,  Mr.  Chairman,  the  UAW  commends  you  for  your  leadership  in 
articulating  the  need  for  national  health  care  reform,  including  reforms  designed  to 
address  the  urgent  problems  associated  with  retiree  health  care  benefits.  We 
appreciate  the  opportunity  to  express  our  views  on  this  critical  subject  and  look 
forward  to  working  with  you  and  the  other  members  of  this  Subcommittee  on  this 
important  issue.  Thank  you. 
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UAv7  ttimttEE  INSURANCE  CASES 


The  following  Is  e  list  of  U AW  employer*  who  attempted  to  either  reduce  or 
eliminate  insurance  coverage  for  U AW  retirees. 

1.  UndfaStt  gam  Prodtwtfc  Lansing,  Michigan.  In  1982,  Lundberg 
Screw  Products  liquidated  and  eliminated  its  retiree  insurance  coverage  for 
approximately  150  retirees. 

2.  In  1989,  T  ind^n  nrrto  Porte  CnmMw  of  Lansing,  Michigan  dosed, 
sold  most  of  its  assets  to  another  company  in  Michigan,  ceased  paying  its  retiree 
insurance  benefits  and  liquidated  its  operations.  Approximately  125  retirees  were 
affected. 

3.  Interstate  Mflmif&etnr|ng  closed  its  plant  in  suburban  Detroit  in  1982 
and  ceased  its  retiree  insurance  payments  for  approximately  100  retirees.  This  was  a 
bankruptcy  liquidation. 

4.  Johnson  Bronze  Iftm^TY  of  New  Castle,  Pennsylvania  ceased  its 
retiree  insurance  payments  for  approximately  200  retirees  in  1981  and  as  part  of  its 
closing  and  liquidation  of  its  New  Castle,  Pennsylvania  facility. 

s.  Cjnnn  Bam  of  Waterbury,  Connecticut  ceased  retiree  insurance 
payments  for  approximately  1100  retirees  in  1985  during  its  bankruptcy  proceedings. 
The  Company  subsequently  sold  its  assets  to  another  company  which  continues  to 
operate.  In  doing  so,  partial  settlement  of  its  retiree  insurance  claims  was  made  and 
payments  made  to  the  retirees.  In  addition,  Scovill,  Inc.,  the  predecessor  owner  of 
Century  Brass,  settled  a  lawsuit  against  it  by  700  of  the  retirees  who  retired,  from 
Scovill  prior  to  the  sale  to  Century  Brass.  This  settlement  provides  continued  retiree 
insurance  to  these  retirees  at  reduced  levels. 

6.  White  Farm  Equipment  Company,  located  in  Minnesota,  Iowa  and 
Indiana  eliminated  its  retiree  insurance  coverage  in  1984  for  approximately  1,000 
retirees  as  part  of  its  bankruptcy  liquidation. 

7.  NL  Jndnstrtei  (former  Dohler-Jarvis)  eliminated  its  retiree  insurance 
coverage  for  approximately  1100  retirees  and  surviving  spouses  in  Michigan  and  New 
York  in  1988.  NL  Industries  continues  its  operations  and  has  recently  split  into  two 
companies.  Harold  Simmons,  one  of  the  leading  corporate  takeover  people  in  the 
country,  owns  and  controls  NL  Industries.  The  benefit  cutoff  is  being  challenged  in 
ongoing  litigation. 

8.  JfeiiHn.  Tne.  Echlin  purchased  a  facility  owned  by  Midland-Ross 
Corporation  in  Owosso,  Michigan  during  the  term  of  the  facility  s  last  collective 
bargaining  agreement  in  approximately  1984.  Under  the  acquisition  agreement 
Echlin  and  Midland-Ross  dMded  the  responsibility  for  retirees  as  of  the  date  of  the 
acquisition.  Afterwards,  Echlin  dosed  the  plant  when  the  contract  expired,  and 
terminated  retiree  insurance  benefits,  while  Midland-Ross  continued  to  pay.  The 
UAW  sued,  and  after  two  days  of  trial  against  Echlin,  the  lawsuit  was  settled  for 
$2.67  million  dollars. 

9.  Ygrjdjnaai  Yardman  totally  eliminated  its  insurance  coverage  for  over 
100  retirees.  The  UAW  sued.  By  the  time  the  UAW  prevailed  in  the  litigation. 
Yardman  had  run  out  of  money,  A  total  of  $400,000  was  collected,  with  S 140,000 
being  collected  on  a  bond  and  $260,000  being  obtained  from  Yardman's  parent, 
Montgomery  Ward. 

10.  White  Motor  Company.  In  1974,  after  an  arbitration  award  and  court 
challenges,  White  Motor  resumed  payment  of  retiree  insurance  payments. 
Subsequently  in  1980,  White  Motor  filed  Chapter  11  bankruptcy.  The  company  was 
liquidated  in  Chapter  11  and  some  benefits  continued  to  be  paid  pursuant  to  a 
bankruptcy  reorganization  plan. 

11.  ttobiin  indnstriM.  In  1982,  Roblin  Industries  terminated  its  retiree 
insurance  coverage  for  retirees  from  its  dosed  Battle  Creek,  Michigan  facility.  The 
UAW  sued,  but  in  1983  a  United  States  District  Court  judge  upheld  the  elimination 
of  benefits  by  Roblin. 

12.  vm  CMIte  FomHIrYi  In  1983,  the  United  States  District  Court  for  the 
Southern  District  of  Indiana  upheld  the  elimination  by  New  Castle  Foundry  of  its 
retiree  insurance  benefits  program. 

13.  Cjsjfflag  Malleable,  In  1984,  United  States  Court  of  Appeals  for  the 
Sixth  Circuit  upheld  a  trial  court  determination  that  Cadillac  Malleable  improperly 
cutoff  the  retiree  insurance  benefits  for  approximately  100  UAW  retirees  in 
Michigan. 

14.  Houdallle.  Inc.  In  the  mid-1980's,  the  UAW  sued  Houdaille,  Inc. 
which,  after  closing  its  Michigan  facilities,  cutoff  its  retiree  insurance  benefits  for 
retirees  from  that  facility.  The  litigation  was  settled  with  the  Company  agreeing  to 

grovide  two  years  worth  of  benefits  to  retirees,  after  which  it  was  free  to  cut  offthe 
enefits. 
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15.  Teltdrae.  Igc.  In  February  of  this  year  Teledyne  eliminated  its  retiree 
insurance  benefits  program  for  4,000  retirees  located  in  Michigan,  Wisconsin,  Ohio, 
Alabama  and  other  states,  The  total  cutoff  of  benefits  started  with  the 
commencement  of  a  strike  by  the  UAW.  This  action  by  Teledyne  has  been 
challenged  in  litigation. 

16.  Ctolaad  GSM,  In  the  mid-1980's  Qeveland  Gear  of  Qeveland,  Ohio 
cut  benefits  for  If  0  past  retirees  and  eliminated  benefits  for  future  retirees.  The  case 
was  settled  for  a  reduced  level  of  benefits  with  a  lifetime  guarantee. 

17.  PM-k-QMn  industries.  Park-Ohio  Industries  of  Qeveland,  Ohio  has 
recently  eliminated  retiree  insurance  coverage  for  about  100  future  retirees.  This 
case  it  now  awaiting  trial. 

18,  SfrnirtraCi  Tnfi  Stanadyne,  Inc.  of  Elyrla,  Ohio  has  recently  reduced 
its  benefits  coverage  for  200  past  retirees.  This  action  was  challenged  In  litigation 
and  is  currently  pending  on  motions  for  summary  judgment 

19.  HmtoP*1  Mft  Qeveland  Manufacturing  of  Qeveland,  Ohio  recently 
threatened  to  eliminate  health  insurance  coverage  for  its  50  retirees.  This  is  being 
challenged  in  litigation.  The  Company  has  agreed  top  keep  reduced  coverage  in 
place  pending  the  outcome  of  the  litigation.  The  case  is  now  pending  an  motions  for 
summary  judgment. 

2a  Gonyler  indnstriM.  Oougler  Industries  of  Kent,  Ohio  has  recently 
reduced  coverage  for  its  150  past  retirees.  It  has  also  stated  that  it  wishes  to 
eliminate  this  coverage.  These  actions  are  currently  being  challenged  in  pending 
litigation. 

21.  MiriiapH  Staal  Product*.  Midland  Steel  Products,  located  in  Qeveland, 
Ohio  has  cutoff  retiree  insurance  coverage  for  approximately  160  future  retirees. 
Litigation  challenging  this  action  is  still  pending. 

22.  Harris  Graphics  Harris  Graphics  of  Qeveland,  Ohio  attempted  to 
eliminate  all  of  its  retiree  insurance  coverage  for  150  retirees.  The  case  was  recently 
settled  with  Harris  Graphics  granting  a  letter  of  credit  Of  $5  million  dollars  to  provide 
for  such  coverage  in  the  future. 

23.  iBfflQBBB  Industries,  imerman  Industries  of  Detroit,  Michigan  sold  its 
assets  and  completely  eliminated  retiree  insurance  coverage  for  leu  than  100 
retirees.  The  successor  operator  of  Imerrnan's  faculties  has  refused  to  assume  these 
benefits. 

24.  Rosa  Valve.  Several  years  ago,  Ross  Valve,  a  Michigan  employer, 
attempted  to  eliminate  retiree  insurance  coverage  for  pas*  retirees.  The  case  was 
settled  when  Ross  Valve  agreed  to  provide  a  Blue  Cross  policy  for  these  retirees  with 
fewer  benefits, 

25.  Federal  Forge.  In  the  mid  1980's,  Federal  Forge,  a  Michigan 
employer,  attempt  tn  eliminate  retiree  insurance  coverage.  After  litigation,  a 
settlement  agreement  was  reached  in  which  the  retirees  became  responsible  for 
portions  of  the  increased  cost  of  coverage. 

26.  Lynch  Corn.  Lynch  Corporation  of  Indiana,  after  dosing  its  plant, 
eliminated  retiree  insurance  coverage  for  approximately  300  retirees.  A  challenge  to 
this  action  is  currently  pending  in  litigation. 

27.  TWUip'th  Qwfr,  Tecumseh  Corporation  of  Western  Ohio  completely 
eliminated  all  health  and  insurance  benefits  for  existing  retirees,  some  330  in 
number.  We  recently  settled  for  in  excess  of  $3  million. 

28.  Toledo  Preii  Steel.  Toledo  Press  Steel  of  Toledo,  Ohio  closed  its  plant 
and  the  employer  Sreatened  to  eliminate  health  insurance  coverage  for  less  than  100 
retirees.  The  matter  was  settled  when  the  employer  agreed  to  continue  to  pay  the 
insurance  benefits  for  the  retirees  and  further  agreed  that  If,  In  the  future,  it  decided 
to  try  to  cancel  these  benefits,  it  would  give  the  union  notice  and  would  not  use  the 
statute  of  limitations  defense  against  the  union. 

29.  <Mn*"hnf  Ante  Part*,  Columbus  Auto  Parts  of  Columbus,  Ohio 
closed  its  plant  there  and  relocated  to  Michigan.  It  did  so  in  the  context  of  a  strike, 
cancelling  all  retiree  health  insurance  benefits  for  less  than  100  retirees.  This  action 
is  currently  being  challenged  in  litigation. 

30.  Teladvne  Corn.  Teledyne  Corporation's  facility  in  Springfield,  Ohio 
cancelled  health  and  life  insurance  coverage  for  its  retirees.  This  action  is  currently 
being  challenged  in  litigation. 
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31.  Anto  Specialties,  in  1981  after  a  bitter  strike  in  Benton  Harbor, 
Michigan,  the  company  cutoff  benefits  for  about  300  retiree*.  We  litigated,  the  caie 
was  settled,  with  the  company  agreeing  to  provide  a  reduced  level  of  benefits  for  life. 
Company  recently  went  bankrupt. 

32.  QiTt<«i.^ri»h£  In  early  1980,  Company  dosed  their  plant  in 
Wooridge,  New  Jersey  and  cut  off  all  benefits  to  2,600  retirees  when  the  contract 
expired.  Case  is  still  in  litigation, 

33.  In  1982,  Walter  Kidde  closed  its  plant  in  New  Jersey  and  cut  off 
benefits  for  100  retirees.  The  UAW  settled  litigation  providing  for  reduced  benefit* 
with  a  lifetime  guarantee. 

34.  AHii  ghajmgja  -  Approximately  8.000  UAW-repreiented  retirees. 
Health  care  benefits  significantly  cut  aa  a  result  of  bankruptcy  filing  and  company's 
inability  to  pay  for  these  benefits, 

35.  Shatterproof  Glass  ■  Several  hundred  UAW  retirees.  Health  care 
benefits  completely  terminatedwhen  company  filed  for  bankruptcy.  Claims  now 
pending. 

36.  Borq  Warner  Corporation  .  Company  proposed  severe  cutbacks 
during  bargaining  at  plant  in  Indianapolis.  UAW  resisted  proposed  cutbacks  at  that 
location  through  a  strike.  Company  recently  threatening  to  implement  changes  at 
Rockford  and  Chicago  locations.  Litigation  virtually  certain.  I  believe  there  are  well 
over  1,000  retirees. 

37.  DtMhlfei-  .lanrtj.Farlev  •  Approrimately  1,800  retirees  were  picked  up 
by  Farley  when  it  purchased  certain  Doenler  Jarvis  assets  from  NL  in  approximately 
1982.  Farley  had  continued  payment  for  these  individuals  and  they  were  therefore 
not  part  of  the  NL  litigation  summarized  in  Mike's  earlier  memo.  On  September  25, 
Company  sent  letter  to  retirees  threatening  significant  reductions  effective 
November  1.  Company  also  filed  lawsuit  in  Philadelphia  for  declaratory  Judgment. 

38.  frmj^fcPJtttbjBtfJb  -  Company  sold  a  Steehvorkers'  plant  in  Michigan 
and  a  UAW  plant  in  Chicago,  buyer  went  bankruptcy  and  has  no  assets  to  pay 
benefits.  We  have  joined  with  the  Steelworkers  in  a  fraudulent  conveyance  action  to 
force  the  seller  to  provide  benefits. 

39.  Wick«  Corporation  •  Plant  in  Saginaw.  Michigan  was  sold.  Company 
reduced  coverage  for  165  retirees.  We  had  coverage  reinstated  unhder  a  settlement 
after  litigation  with  two  minor  changes  in  their  coverage. 

40.  U.S.  Broach  &  Machine  Co.  Detroit,  MI  -  20  retirees.  Eliminated 
coverage  was  restored  through  litigation  but  the  employer  reserved  the  right 
to  become  self-insured,  which  it  later  did  (plant  closed  after  a  strike). 

41.  Norris  Industries  (Masco  Corp.)  Detroit,  MI  -  9  retirees. 
Eliminated  insurance  was  restored  (with  damages)  as  the  result  of  a  settlement 
of  lawsuits  (plant  closed  and  was  sold). 

42.  Baurmann-Marshall.  Lansing  plant  closed  and  attempted  to 
reorganize  under  Chapter  11.  Court  ordered  retiree  benefits  to  be  continued. 
Later  the  case  was  converted  to  a  liquidation  under  Chapter  7  and  the  benefits 
were  discontinued  for  approximately  17  retirees. 

43.  Greenville  Steel  Car.  Plant  is  in  Cleveland  area.  Company 
threatened  to  reduce  coverage  for  20  disability  retirees.  We  settled  for  a 
10%  reduction  in  benefits  in  exchange  for  a  lifetime  promise. 

44.  Wheelabrator  Corp.  Company  reduced  coverage  for  20  disability 
retirees.  Plant  in  Mishawaka,  Indiana.  Case  is  till  pending  in  court. 

45.  Jackson  Innova  Corp.  Company  shut  its  plant  in  Jackson, 
Michigan,  and  eliminated  insurance  for  75-100  retirees.  Litigation  against 
company  and  its  parent  pending. 

46.  Scovill.  Company  significantly  reduced  benefits  to  retirees 
in  Ohio,  Connecticut,  Tennessee  and  other  locations  following  acquisition 
by  new  owners.  Company's  actions  currently  under  challenge  in  litigation. 

47.  Hancock  Steel  Processing  Co.  Detroit  steel  processing  company 
sold  while  in  Chapter  11  bankruptcy.  Health  care  benefits  continued  while 
Chapter  11  pending,  will  be  discontinued  after  liquidation  plan  is  confirmed. 
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48.  Valley  Vuican.  Latrobe,  Pennsylvania  steel  molding  company- 
filed  for  Chapter  11  bankruptcy.  Court  refused  to  order  continuation  of 
benefits  for  retirees. 

49.  Hoover  Tool  &  Die  Co.  Closed  its  Detroit,  Michigan  plant  in 
May  of  1991  and  terminated  its  payments  for  retiree  insurance  coverage. 
A  lawsuit  is  pending. 
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Chairman  Stark.  Thank  you. 
Ms.  Connerton. 

STATEMENT  OF  PEGGY  CONNERTON,  DIRECTOR  OF  PUBLIC 
POLICY,  SERVICE  EMPLOYEES  INTERNATIONAL  UNION,  AFL-CIO 

Ms.  Connerton.  Good  afternoon. 

Our  975,000  members  are  among  the  three-quarters  of  the  work 
force  who  work  in  the  new  service  economy.  The  service  worker 
perspective  is  somewhat  different  than  that  of  my  colleagues  in 
manufacturing.  Our  members,  on  average,  earn  lower  wages  and 
are  much  less  likely  to  have  health  and  pension  coverage  than 
workers  in  the  goods  producing  sector.  Employer-based  retiree  cov- 
erage is  frankly  a  luxury  included  in  few  of  our  private  sector  con- 
tracts. 

Many  of  our  members  perform  back-breaking  labor  all  of  their 
working  lives.  For  them,  retirement  before  age  65  is  often  a  physi- 
cal and  sometimes  a  family  necessity.  What  happens  to  these  work- 
ers when  they  retire? 

Many  have  health  problems,  known  in  the  insurance  trade  as 
preexisting  medical  conditions,  and  this  means  that  individual  poli- 
cies are  either  unavailable  or  unaffordable. 

Our  janitors  right  here  in  Washington,  D.C.,  who  clean  commer- 
cial office  buildings  at  night  retire  early  mainly  for  physical  rea- 
sons— back  problems  and  the  like.  In  the  D.C.  area,  there  are  only 
four  plans  that  cover  early  retirees  with  health  problems.  For  a 
plan  that  includes  the  most  basic  hospitalization  and  physician 
benefits,  the  cost  is  nearly  $650  a  month.  That  is  about  $8,000  a 
year,  and  is  more  than  our  workers  earned  when  they  were  in  the 
work  force.  So  these  early  retirees  clearly  fall  through  the  cracks. 

COBRA  coverage,  even  where  it  is  available,  doesn't  provide  a 
safety  net  for  the  same  reasons.  We  find  that  most  of  our  service 
members  do  not  pick  up  COBRA  coverage  if  they  retire  early. 

Where  we  have  negotiated  retiree  health  coverage,  the  story  is 
the  same  regardless  of  what  sector  you  are  in.  Employers  faced 
with  skyrocketing  health  costs  are  putting  retiree  benefits  on  the 
chopping  block.  At  the  bargaining  table,  employers  try  to  make  us 
choose  between  cutting  benefits  for  retirees  or  cutting  them  for  de- 
pendents or  for  active  workers,  forcing  very  painful  choices. 

All  of  our  service  sector  members  have  been  hard  hit  in  the 
recent  past  by  the  health  care  crisis,  but  early  retirees  have  been 
hit  the  most.  Employers  in  our  industries  typically  reduce  retiree 
health  benefits  by  shifting  the  costs  onto  retirees  through  higher 
premiums,  copays,  and  deductibles.  This,  of  course,  has  very  devas- 
tating consequences  for  our  retired  workers,  who  typically  have 
smaller  pensions  because  their  wages  were  lower. 

Our  janitors  in  Pittsburgh  now  find  that  their  health  insurance 
premium,  if  they  retire  early,  consumes  all  of  their  union  pension 
plus  a  portion  of  their  Social  Security  check.  Next  year,  when  the 
health  costs  continue  to  rise  but  the  pension  plan  stays  stagnant, 
more  and  more  of  the  Social  Security  income  will  be  consumed  in 
paying  for  health  coverage. 

But  we  are  finding  the  health  industry  itself  to  be  one  of  the 
most  innovative  in  locking  out  early  retirees.  In  addition  to  cost 
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sharing,  they  have  developed  endless  variations  of  changes  in  bene- 
fit designs.  Kaiser  Permanente,  for  example,  in  northern  California 
has  begun  to  require  that  early  retirees  self-pay  for  health  insur- 
ance without  any  breaks  up  to  age  65  in  order  to  qualify  for  Kaiser 
coverage  that  coordinates  with  Medicare  at  age  65,  and  they  cease 
to  cover  dependents  if  the  early  retiree  dies,  even  though  Kaiser  is 
a  health  care  institution  that  requires  its  beneficiaries  to  use  their 
own  facilities. 

Now  we  have  had  some  victories  too,  but  we  realize  that  these 
are  temporary.  That  is  because  the  whole  system  of  employment- 
based  retirement  security  is  in  jeopardy.  Everyone  knows  pension 
coverage  is  also  on  the  decline,  and  where  there  are  pensions,  vir- 
tually none  of  our  contracts  have  been  able  in  5  or  6  years  to  nego- 
tiate inflation  adjustments. 

Employers  are  terminating  defined  benefit  plans  and  putting  in 
place  either  nothing  or  the  riskier  individual  annuities,  like  those 
invested  in  the  Executive  Life  Insurance  Co.  The  end  result,  lower 
pension  benefits  to  pay  higher  and  higher  health  insurance  bills. 

And  when  you  look  at  the  whole  picture  of  current  and  past 
workers,  you  can  only  reach  one  conclusion.  The  public-private 
partnership  that  served  us  well  up  until  the  early  1980s  no  longer 
works.  It  has  broken  down. 

Employers  faced  with  rapidly  rising  costs  and  competitive  pres- 
sures— most  of  our  competitive  pressures  are  not  with  foreign  com- 
panies but  with  our  competitors  in  the  service  industry  who  have 
no  health  insurance,  who  don't  give  their  workers  any  health  in- 
surance. So  employers  are  no  longer  keeping  their  end  of  the  bar- 
gain, and  the  Government  in  the  1980s  has  shed  many  of  its  re- 
sponsibilities. 

The  employment-based  health  and  retirement  system  that  served 
us  well  for  years  is  fast  eroding.  Today,  it  is  the  retirees.  Tomor- 
row, dependents  will  be  the  next  group  targeted  for  cutbacks,  and 
so  on  and  so  on.  That  is  why  my  union  has  joined  with  the  rest  of 
the  labor  movement  in  calling  for  systemic  reform  of  the  health 
care  system.  Band- Aids  like  COBRA  extensions  and  others  simply 
don't  work  any  more.  What  is  sorely  needed  is  Federal  leadership 
to  redefine  the  old  public-private  partnership  for  the  1980s  that 
guarantees  all  Americans  access  to  basic  health  insurance  coverage 
while  putting  in  place  a  mandatory  system  of  cost  controls  that 
cover  all  providers  and  payers,  perhaps  using  the  Medicare  pay- 
ment system  as  a  model. 

We  strongly  support  lowering  the  Medicare  eligibility  age  to  60 
as  part  of  what  we  consider  to  be  appropriate  in  defining  the  new 
Government  and  private-employer  relationship. 

Thank  you. 

[The  prepared  statement  follows:] 
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STATEMENT  OF  PEGGY  CONNERTON,  DIRECTOR  OF  PUBLIC  POLICY, 
SERVICE  EMPLOYEES  INTERNATIONAL  UNION,  AFL-CIO 

Good  afternoon.  My  name  is  Peggy  Connerton  and  I  am  Director  of  Public  Policy 
for  the  Service  Employees  International  Union.  On  behalf  of  SEIU  and  its  975,000 
members,  I  would  like  to  express  our  appreciation  to  Chairman  Stark  and  the  other 
members  of  the  Subcommittee  on  Health  for  this  opportunity  to  testify  on  this  timely  and 
urgent  topic.  We  are  strongly  in  support  of  lowering  the  Medicare  eligibility  age  to  cover 
early  retirees. 

Well  over  half  of  SEIU's  membership  works  in  the  healthcare  and  building  service 
industries  where  low  wages  and  minimal  benefits  are  the  norm.  This  is  the  new  service 
economy,  where  three-quarters  of  all  the  jobs  are.  When  these  workers  retire,  they  fall  off  a 
cliff.  Pension  coverage  in  the  service  producing  sector  is  lower  than  in  the  goods-producing 
sector.  If  you  have  a  pension,  but  your  wages  were  low,  then  mamtaixiing  health  coverage  is 
usually  impossible.  Some  of  our  members  have  spent  their  lives  working  in  the  healthcare 
industry,  but  can't  afford  coverage  after  they  retire. 

But  this  is  a  problem  that  can't  be  solved  company-by-company  or  industry-by- 
industry.  That's  why  my  union  has  joined  with  the  rest  of  the  labor  movement  in  calling  for 
national  healthcare  reform.  What's  needed  is  a  comprehensive  national  solution  that  will 
guarantee  basic  health  coverage  for  all  while  putting  in  place  a  mandatory  system  of  cost 
controls  covering  all  providers  and  all  payers.  We  need  a  solution  that  reverses  the  steady 
decline  in  the  living  standards  of  the  average  working  family  -  in  which  healthcare  costs 
have  become  a  major  contributing  factor. 

Many  of  our  members  perform  back-breaking  labor  all  of  their  lives.  For  them, 
retirement  before  age  65  is  often  a  physical  and  sometimes  a  family  necessity.  Most  lose 
health  insurance  if  they  retire  early,  and  fmd  coverage  unavailable  or  unaffordable.  Those 
who  do  retain  employer-based  coverage  face  cut  backs  in  benefits  and  increased  demand  to 
pay  health  care  costs,  a  burden  more  and  more  are  reluctantly  deciding  they  cannot  bear. 

Our  bargaining  experience  reinforces  the  gravity  of  the  problem.  Rising  health 
insurance  costs  have  caused  employers  to  limit  and  differentiate  benefits  for,  among  others, 
teenage  dependents  liable  to  use  mental  health  and  substance  abuse  services,  women  of 
child-bearing  age,  smokers  and  overweight  employees.  But  it  is  early  retirees  who  are  most 
frequently  targeted  for  benefit  reductions.  FASB  106  has  given  new  ammunition  to 
employers  who  earlier  might  have  seen  their  promise  of  retiree  health  benefits  as  sacrosanct. 

Our  employment  based  system  of  health  coverage  is  steadily  eroding.  Employers  are 
reducing  dependent  coverage  and  now  retiree  benefits  are  on  the  chopping  block.  At  the 
bargaining  table,  employers  try  to  make  us  choose  between  cutting  benefits  for  dependents, 
for  retirees  or  for  active  workers.  If  someone  loses  coverage,  society  ends  up  paying  for  it. 

Let  me  tell  you  about  some  of  the  problems  our  members  face  every  day. 

Years  of  hard  bargaining  by  Local  29  maintenance  workers  in  Pittsburgh  have 
brought  their  salaries  up  from  minimum  wage  to  $8.40  an  hour,  a  little  over  $17,000  a  year. 
They  can  now  retire  before  age  65  on  a  union  pension  of  about  $150  a  month,  plus  about 
$350  from  Social  Security.  Health  insurance  premiums  for  retirees  at  age  63  went  up  last 
July  from  $130  to  $167.  Active  employees  on  the  other  hand  pay  between  $23  and  $64  a 
month  depending  on  the  choice  of  plan.  All  of  our  service  sector  members  have  been  hard 
hit  by  the  health  care  crisis,  but  early  retirees  have  been  hit  the  hardest. 
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Kaiser  Permanente  is  the  nation's  leading  health  maintenance  organization.  SEIU 
represents  over  25,000  Kaiser  workers  in  several  states.  Over  several  rounds  of  bargaining 
with  our  west  coast  locals,  Kaiser  has  systematically  reduced  early  retiree  benefits.  A  recent 
comparison  of  benefits  offered  through  five  different  SEIU  collective  bargaining  agreements 
found  that  eligibility  for  early  retiree  health  benefits  has  been  increased  from  ten  to  1 5  years 
of  service.  While  Kaiser  pays  for  over-65  coverage,  early  retirees  must  pay  out  of  pocket. 
The  early  retirement  pension  for  a  55  year  old  is  only  ^2%  of  the  normal  full  pension,  or 
about  $290  a  month.  The  hardest  blow  is  that  Kaiser  has  begun  to  require  that  early 
retirees  self-pay  for  health  insurance  continuously  until  age  65,  as  a  condition  of  eligibility 
for  Kaiser  coverage  that  coordinates  with  Medicare  after  age  65. 

Under  several  of  these  contracts,  retiree  spouses  and  other  dependents  are  covered  only  for 
the  life  of  the  retiree.  This  means  that  if  early  retirees  die  before  their  spouses  are  eligible 
for  Medicare,  those  dependents  are  left  uninsured. 

Unions  are  constrained  in  their  ability  to  protect  retiree  coverage  because  health 
benefits  for  early  retirees  are  not  a  mandatory  subject  of  collective  bargaining.  This  means 
that  they  are  not  protected  by  union  contracts.  The  union  does  negotiate  future  retiree 
benefits  on  behalf  of  current  employees,  but  cannot  directly  prevent  a  reduction  in  retiree 
health  coverage.  Let  me  give  you  an  example  of  what  this  means.  In  several  California 
locals  the  fee  for  service  plans  have  dropped  their  coverage,  leaving  actives  and  retirees  with 
only  HMO's.  Early  retirees  who  have  moved  out  of  the  HMO  service  area  are  left  high  and 
dry,  unlike  over-65  retirees  who  are  protected  to  some  degree  by  Medicare. 

Let  me  turn  to  our  experience  in  the  building  service  industry.  Without  the 
protection  of  a  union  contract,  workers  typically  earn  wages  that  are  at  or  near  the 
minimum  wage  with  no  benefits.  SEIU's  Justice  for  Janitors  Campaign  has  been  fighting  to 
restore  union  standards  in  cities  across  the  country.  Before  unionization  stabilizes  the 
workforce,  annual  job  turnover  is  typically  300  percent.  On  retirement  these  workers  are 
unlikely  to  be  drawing  a  pension,  less  likely  to  enjoy  employer-based  health  insurance. 

What  happens  to  these  workers  when  they  retire?  Most  have  health  problems  - 
known  in  the  insurance  trade  as  pre-existing  conditions.  This  means  that  health  insurance  is 
either  unavailable  or  unaffordable.  In  the  Washington,  D.C.  area,  only  four  plans  are  open 
to  early  retirees  with  medical  problems.  One  accepts  retirees  up  to  age  63  1/2  only:  with  a 
$500  annual  deductible,  the  premium  is  $257  a  month  and  it  covers  only  80  percent  of 
hospital  charges.  A  second  plan,  a  high  risk  pool  for  all  ages,  charges  $303.40  a  month  for  a 
63  year  old  female.  The  plan  covers  hospital  and  surgical  bills  only,  and  excludes  treatment 
for  pre-existing  conditions  for  the  first  ten  months  of  enrollment.  For  a  plan  that  includes 
physician  care  and  other  major  medical  expenses,  the  charge  is  $649.90  a  month.  Lastly, 
two  HMO's  open  their  enrollment,  at  two  times  during  the  year  only,  if  enrollees  reside  in 
their  limited  service  areas. 

Early  retirees  may  be  able  to  self-pay  for  continuing  COBRA  coverage  for  a  limited 
time,  if  they  leave  an  employer  with  20  or  more  employees  (many  of  our  contracts  are 
smaller),  and  individual  conversion  plans  are  also  possible.  However,  as  for  active 
employees,  the  cost  is  often  out  of  reach.  A  Blue  Shield  conversion  policy  in  the 
Washington  area  costs  between  $200  and  $453  a  month. 

Retiree  health  coverage  and  pension  benefits  are  complementary  components  of 
retirement  income  security.  As  the  retiree  health  bill  skyrockets,  pension  actuaries  are 
bringing  the  bad  news  to  employers  that  once  over-funded  pension  plans  will  again  require 


92 


contributions  to  meet  funding  standards.  Many  plans  thrived  on  high  interest  rates  in  the 
1980's,  but  falling  interest  rates  have  sharply  reduced  those  returns. 

A  new  rash  of  defined  benefit  plan  terminations  has  broken  out  in  the  nursing  home 
industry.  Often,  such  terminations  are  driven  by  a  desire  to  recapture  excess  plan  assets. 
But  the  main  problem  now  is  that  many  employers  are  out  of  the  habit  of  contributing  at 
levels  sufficient  to  keep  the  pension  promise.  Retirees  are  left  in  the  end  with  riskier  defined 
contribution  plans  and  often  lower  pension  benefits  as  a  result,  and  at  the  same  time  higher 
health  insurance  bills. 

A  final  example  illustrates  the  environment  created  by  FASB's  new  accounting  rules 
for  retiree  healthcare  costs.  The  Group  Health  Association  in  Seattle  is  one  of  the  oldest 
HMO's  in  the  country,  with  a  long  history  of  community  service  and  ties  to  labor.  Last 
spring,  prior  to  negotiations,  Group  Health  claimed  publicly  that  complying  with  FASB 
106  would  literally  put  them  out  of  business  unless  they  drastically  cut  retiree  health 
benefits.  Union  research  found  that  this  non-profit  employer  could  well  afford  to  continue 
covering  retirees,  who  receive  care  at  its  own  facility,  for  several  decades  into  the  next 
century,  without  sacrificing  any  other  corporate  goals.  But  it  took  concerted  community 
and  labor  solidarity  to  prevent  a  loss  of  retiree  health  benefits  for  new  hires. 

The  underlying  principle  of  insurance  is  that  by  sharing  risk  broadly,  needed 
expensive  benefits  can  become  affordable.  Extending  Medicare  to  early  retirees  is  the  only 
reasonable  alternative  to  leaving  individual  workers  and  employers  to  fend  for  themselves  in 
a  health  care  market  they  are  too  small  to  influence  independently.  It  is  a  scandal  that  our 
low-wage  members  work  hard  all  their  lives,  serving  and  caring  for  others,  to  find  that  when 
they  most  need  a  safety  net  in  their  older  years  none  can  be  found. 

This  problem  is  already  serious  and  the  trends  in  retirement,  pension  coverage  and 
retiree  health  coverage  indicate  that  it  will  only  get  worse  in  the  future.  The  Subcommittee 
is  making  an  important  contribution  to  solving  this  problem  by  bring  to  it  much-needed 
public  scrutiny.  Thank  you  for  inviting  me  to  share  SEIU's  perspective. 
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Chairman  Stark.  Thank  you. 
Mr.  Howard  Weizmann. 

STATEMENT  OF  HOWARD  C.  WEIZMANN,  EXECUTIVE  DIRECTOR, 
ASSOCIATION  OF  PRIVATE  PENSION  AND  WELFARE  PLANS 

Mr.  Weizmann.  Mr.  Chairman,  before  beginning  I  would  like  to 
ask  that  my  testimony  be  corrected.  Apparently,  I  listed  the  bill 
number  as  H.R.  3207,  and  I  have  been  informed  that  it  is  H.R. 
3205.  I  want  to  make  sure  at  least  I  get  that  point  right. 

Chairman  Stark.  Thank  you.  Yes. 

Mr.  Weizmann.  Second,  I  would  like  to  observe  that  for  the  first 
time  I  think  that  since  I  have  been  in  Washington,  I  am  on  the 
panel  with  my  brethren  from  the  labor  community,  and  I  

Chairman  Stark.  It  doesn't  hurt  a  bit,  does  it? 

Mr.  Weizmann.  I  am  sorry? 

Chairman  Stark.  It  doesn't  hurt  a  bit,  does  it? 

Mr.  Weizmann.  Well,  we  will  see.  [Laughter.] 

But  I  find — I  think  on  reflection  I  think  I  can  understand  the 
logic,  and  that  is  in  a  sense  that  we  all  feel  that  we  are  victims  of 
the  retiree  medical  system,  and  we  are  here  as  a  victims'  panel. 
[Laughter.] 

I  would  like  to  begin  by  relating  a  story  that  happened  to  me 
when  I  was  benefits  manager  for  Sun  Oil  involving  retiree  medical. 
Back  in  the  early  1980s,  we  were  negotiating  the  sale  of  a  refinery, 
and  we  as  the  seller  had  asked  that  the  buyer  assume  both  the  pen- 
sion liabilities  and  the  retiree  medical  liabilities.  We  dickered  for 
weeks  over  the  pension  liabilities.  In  fact,  we  ended  up  in  litigation 
over  the  pension  liabilities  which  wasn't  resolved  until  some  years 
after  the  actual  transfer. 

The  retiree  medical  liabilities,  however,  were  assumed  by  the 
buyer  with  literally  a  shrug  and  he  said,  oh  sure.  The  retiree  medi- 
cal liabilities  were  worth  at  the  time  probably  $2  to  $3  million 
more  than  the  pension  liabilities,  although  the  buyer  at  that  time 
didn't  recognize  that. 

Something  in  the  world  has  changed  since  that  time,  and  those 
things  that  have  changed  I  think  have  been  well  documented  in 
the  earlier  panels  and  I  don't  need  to  go  into  great  detail  about 
those. 

The  second  story  I  would  like  to  relate  is  something  that  James 
Liesenring,  the  former  chairman  of  the  Financial  Accounting 
Standards  Board,  noted.  He  said  that  he  felt  that  the  accounting 
profession  was  in  some  way  responsible  for  the  huge  retiree  medi- 
cal liabilities  that  employers  are  facing  today  in  the  sense  that 
they  had  not  required  employers  earlier  on  to  begin  to  account  for 
these  because  in  truth,  as  my  testimony  suggests,  employers  mostly 
backed  into  these  liabilities.  They  started  off  with  active  work 
forces  that  gradually  grew  older,  retired — in  some  cases  in  early  re- 
tirement. Employers  simply  continued  employees  on  in  an  active 
fashion  under  the  active  plan. 

Just  to  comment  on  several  areas.  First  of  all,  as  you  all  have 
heard,  many  employers  are  engaging  today  in  a  lot  of  plan  rede- 
sign. And  yet,  what  we  find  in  survey  data  that  are  available 
today — this  comes  from  one  of  my  member  companies,  Hewitt  & 


94 


Associates,  that  relatively  few  companies  have  terminated  their  re- 
tiree medical  plans.  Fewer  than  1  percent  have  eliminated  retiree 
medical  coverage. 

The  most  common  change,  in  fact,  is  evidenced  by  78  percent  of 
all  employers,  was  to  increase  retiree  contributions.  From  an  em- 
ployer's viewpoint,  this  is  warranted  as  employers  look  at  the  situa- 
tion where  they  have  seen  their  costs,  according  to  HCFA  figures, 
as  a  proportion  of  total  medical  costs  rise  from  1967  from  19  per- 
cent to  30  percent  and  yet  they  have  seen  household  costs,  again 
the  total  proportion  borne  by  households,  decline  from  52  percent 
to  37  percent. 

I  think  in  a  lot  of  respects,  I  think  employers  in  effect  in  the  past 
not  fully  pass  on  to  employees  to  participate  in  the  cost  rise  associ- 
ated with  the  retiree  medical. 

Ten  percent  of  the  employers  in  the  Hewitt  survey  also  made 
benefits  service  related.  It  does  not  have  much  impact  on  the  FAS 
106  liability,  but  in  effect  as  employers  began  to  think  about  it, 
they  felt  this  was  a  fairer  way  to  reward  longer  service  employees. 

Other  approaches  to  reduce  their  liability  that  are  being  tried  by 
employers  include  tying  contributions  to  fixed  dollar  amounts.  Rel- 
atively few  employers  are  doing  this — about  3  percent.  A  few  are 
providing  simply  dollars  with  which  employees  can  turn  around 
and  buy  their  own  coverage. 

We  have  been  asked  to  comment  also  on  Chairman  Rostenkow- 
ski's  proposal  to  lower  the  Medicare  eligibility  age  from  65  to  60. 
What  we  find  is  that,  as  you  have  heard  in  earlier  panels,  we  feel 
that  this  hits  employers  differentially,  depending  on  the  size  and 
demographics  of  their  work  force.  In  effect,  we  can  ask  whether  it 
is  fair  or  right  to  ask  employers  who  sponsor  or  do  not  sponsor  re- 
tiree medical  to  pick  up  the  costs  for  those  who  do. 

We  also  find  some  skepticism,  I  think,  among  employers  as  to 
their  ability  to  simply  turn  over  the  retiree  medical  programs  to 
the  Federal  Government  and  assume  that  in  the  long-run  employ- 
ers are  somehow  going  to  save  money.  There  is  a  considerable 
amount  of  skepticism  about  that. 

I  would  close  with  simply  noting  another  statistic  that  I  think  is 
the  most  telling  of  what  employers  are  facing  today.  If  you  look  at 
statistics  starting  in  1980  and  ending  in  1988,  as  a  percent  of  com- 
pensation paid,  employers  have  paid  a  relatively  constant  percent 
of  that  compensation  in  the  form  of  benefits.  That  is  primarily  re- 
tirement income  as  well  as  medical  benefits. 

But  if  you  look  at  the  components  of  the  overall  percentage  of 
compensation  paid,  what  you  find  is  that  employers'  costs  for  re- 
tirement income  went  down,  whereas  medical  costs  went  up.  But 
yet  the  amount  paid  for  benefits  remained,  as  I  said  before,  con- 
stant relative  to  total  compensation  paid  to  benefits  during  the 
entire  period. 

What  these  numbers  suggest  is  that  employers  who  had  the  ben- 
efit of  fantastic  earnings  in  pension  plans  during  the  1980s  now  no 
longer  have  that  available  to  them.  If  employers  do  not  wish  to  in- 
crease the  overall  percentage  of  compensation  paid  in  the  form  of 
benefits,  they  are  going  to  have  to  make  some  hard  choices.  They 
have  a  choice  to  make  between  retirement  income,  between  retiree 
medical,  or  providing  medical  benefits. 
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And  while  I  am  sure  some  of  the  stories  that  you  have  heard  con- 
cerning cutbacks  in  retiree  medical  are  indeed  true,  I  think  one 
has  to  consider  them  in  the  context  of  what  employers  at  this  point 
in  time  are  also  facing.  As  I  said,  we  consider  ourselves  also  victims 
of  medical  costs  that  simply  go  out  of  sight. 

We  have  suggested  finally  that  any  cure  for  this  overall  problem, 
whether  it  be  Chairman  Rostenkowski's  approach  or  anybody  else's 
approach,  begin  with  controlling  costs  in  some  fashion. 

With  that,  I  will  conclude  my  statement  and  welcome  any  ques- 
tions you  might  have. 

[The  prepared  statement  follows:] 
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STATEMENT  OF  HOWARD  C.  WEIZMANN,  EXECUTIVE  DIRECTOR, 
ASSOCIATION  OF  PRIVATE  PENSION  &  WELFARE  PLANS 

Good  afternoon,  I  am  Howard  Weizmann,  Executive  Director  of  the 
Association  of  Private  Pension  and  Welfare  Plans.  Our 
Association's  over  400  members  represent  major  players  in  the 
health  care  arena:  employers,  benefit  consultants  and  insurers. 
Together  our  members  directly  sponsor  or  provide  services  to  health 
and  pension  plans  covering  well  over  100  million  participants. 

Before  becoming  Executive  Director  of  the  APPWP,  I  served,  first  as 
a  Senior  Attorney  in  the  employee  benefits  area,  and  later  as  the 
Manager  of  Benefits  Planning  for  the  Sun  Oil  Company  in  Radnor, 
Pennsylvania.  During  that  time  I  recall  negotiating  the 
disposition  of  benefits  for  employees  who  were  being  transferred  to 
a  buyer  as  part  of  the  sale  of  a  refinery.  We  wrangled  for  weeks 
with  the  other  side  over  how  much  to  transfer  from  our  pension  plan 
to  provide  retirement  benefits  on  behalf  of  the  transferred 
employees.  We  also  reguested  the  buyer  to  provide  medical  benefits 
to  the  transferred  workers  at  retirement  similar  to  those  which 
would  have  been  provided  to  them  at  Sun.  While  the  buyer  fought  us 
tenaciously  over  the  proper  amount  to  be  transferred  to  fund  the 
pension  liabilities,  it  agreed  to  assume  the  retiree  medical 
liability  with  a  shrug.  Based  on  our  calculations,  the  assumed 
retiree  medical  liabilities  exceeded  the  pension  liabilities  by 
several  million  dollars! 

I  doubt  very  much  that  this  story  could  be  repeated  today. 
Employers'  heightened  awareness  of  the  cost  of  retiree  medical 
benefits,  plus  recent  accounting  rule  changes  make  the  story  seem 
almost  quaint  by  current  standards.  In  my  testimony  today  I  would 
like  to  focus  on  what  has  changed,  and  why,  and  to  discuss  what 
employers  seem  to  be  doing  about  it.  Finally,  we  would  like  to 
comment  on  Ways  and  Means  Committee  Chairman  Rostenkowski's 
proposal,  contained  in  H.R.  3207,  to  lower  Medicare's  eligibility 
from  age  65  to  age  60. 


Employer-Sponsored  Retiree  Medical  Benefits 

In  1988,  according  to  Employee  Benefit  Research  Institute  (EBRI) 
statistics,  45  percent  of  health  care  plan  participants  in  medium- 
sized  and  large  establishments  were  in  plans  with  provisions  for 
health  coverage  between  retirement  and  age  65.  Thirty-seven  percent 
of  participants  were  in  plans  with  such  coverage  beginning  at  age 
65.  According  to  a  study  published  by  the  American  Enterprise 
Institute  for  Public  Policy  Research  (AEI) ,  40  percent  of  eligible 
retirees  are  under  age  65.  In  about  half  of  the  cases,  employers 
pay  the  full  retiree  health  premiums,  and  employers  pay  at  least 
some  portion  of  the  premium  in  the  remainder  of  the  cases. 
Employers  seldom  pre-funded  these  plans,  according  to  AEI. 

Why  do  employers  provide  retiree  medical  coverage?  In  truth,  most 
employers  backed  into  sponsorship  of  retiree  medical  benefits.  As 
the  population  eligible  for  retirement  grew,  employers,  often 
without  much  forethought,  simply  covered  retirees  under  the  same 
plan  which  covered  active  employees.  With  the  advent  of  Medicare, 
many  employers  provided  retirees  with  medical  benefits  which 
"wrapped-around"  the  benefit  provided  by  the  government,  covering 
what  Medicare  did  not.  When  Medicare  raised  deductibles,  often 
these  plans  stepped  in  to  make  up  the  difference.  Despite  the  move 
to  comprehensive  medical  programs  for  active  employees  during  the 
1980 's  on  the  part  of  many  employers — plans  which  typically  require 
employee-contributions,  deductibles,  and  co-pays — it  is  not  unusual 
to  find  post-age  65  retirees  with  essentially  first-dollar  coverage 
provided  through  Medicare  and  employer-sponsored  "wrap-around" 
plans  operating  in  tandem. 

During  the  1970 's  and  into  the  early  1980 's,  employers  were  not 
conscious  of  the  cost  of  these  retiree  medical  promises.  In  the 
beginning  this  was  because  for  many  employers,  active  to  retiree 
ratios  were  small  and  retiree  medical  costs  were  relatively  slight. 
At  the  same  time,    retiree  medical  benefits  were  required  to  be 
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reflected  on  corporate  books  only  on  a  pay-as-you-go  basis,  i.e., 
reflecting  only  that  year's  costs,  and  even  then  only  in  a  footnote 
to  the  financial  statements.  In  short,  the  promises  were  easily 
made  and,   financially,  almost  forgotten. 

But  what  began  more  or  less  inadvertently,  has  mushroomed  into  a 
sizable  problem  for  many  employers.  During  this  period  the  number 
of  employees  potentially  eligible  for  retiree  medical  benefits 
swelled,  as  did  those  who  elected  to  take  early  retirement. 
Moreover,  continued  increases  in  longevity,  accelerating  growth  in 
the  population  age  55  and  older,  the  persistent  trend  toward  early 
retirement,  higher  utilization  of  health  care  services  by  retirees, 
and  reduced  Medicare  reimbursement  in  the  future  will  insure  that 
employer  spending  on  retiree  medical  benefits,  if  unchecked,  will 
continue  to  spiral  upward.  These  factors  added  to  an  already  high 
actual  and  projected  medical  inflation  trend  rate  to  produce  a 
major  liability  which  heretofore  remained  uncounted. 

Employers  today  are  faced  with  important  decisions  regarding  how 
their  benefit  dollars  are  spent.  According  to  EBRI  statistics, 
between  1980  and  1988  employer  spending  on  benefits  as  a  percent  of 
payroll  remained  nearly  constant.  However,  if  one  looks  at  the  two 
major  components  of  benefit  spending,  health  care  and  pensions 
during  that  same  period,  one  finds  that  health  care  expenses 
increased  while  pensions  decreased  as  a  percent  of  payroll  (due 
mainly  to  the  favorable  investment  returns  on  pensions  then 
available)  .  As  employers  look  at  the  1990's,  and  assuming  that 
they  intend  to  spend  no  more  in  the  future  on  corporate  benefits 
than  in  the  past,  benefits  have  to  be  cut  on  either  the  health  or 
retirement  income  side.  Retiree  health  benefits  because  of  the 
huge  potential  unpredictable  expenses  and  accounting  rule  changes 
described  below,  will  naturally  become  a  major  focus  of  corporate 
cost  cutters  over  the  next  several  years  despite  companies'" 
preference  for  providing  generous  benefits. 


Accounting  Rule  Changes 

As  previously  noted,  until  recently,  the  employer's  total  liability 
for  its  retiree  medical  benefits  were  not  reflected  on  its 
financial  statements.  In  December  of  1990,  the  Financial 
Accounting  Standards  Board  (FASB)  issued  a  new  financial  accounting 
standard  for  private  employers  (FAS  106).  The  standard  reguires 
employers  to  move  from  a  cash  outlay  basis  (i.e.,  a  pay-as-you-go 
approach)  to  an  accrual  basis. 

The  result  of  the  new  FAS  106  will  be  to  increase  significantly  the 
reported  expense  for  retiree  medical  benefits  and  to  create  an 
accrued  liability  on  the  company's  financial  statements 
encompassing  both  benefits  accrued  to  date  as  well  as  annual  costs. 
Recent  estimates  of  the  impact  of  FAS  106  have  placed  the  total 
unfunded  retiree  medical  liability  at  over  two-hundred  billion 
dollars,  with  some  estimates  ranging  much  higher.  The  previously- 
cited  AEI  study,  for  example,  using  its  own  simulation  model 
applied  to  1988  expenses,  estimated  that  the  aggregate  pay-as-you- 
go  costs  for  retiree  medical  in  1988  would  have  been  $11.3  billion. 
The  FAS  106-consistent  accrued  expense  in  1988  would  have  been 
$58.9  billion  with  an  accrued  liability  of  $332.1  billion.  For 
1989,  the  accrued  liability  would  have  grown  to  $426.5  billion. 
The  proposed  FAS  standard,  if  implemented  in  1988,  would  have 
reduced  reported  earnings,  in  the  aggregate,  by  about  15  percent. 
The  1988  liability  calculated  under  the  standard  represented  about 
10  percent  of  the  market  value  of  equity. 

To  be  sure,  the  new  standard  will  affect  companies  differently. 
The  two  critical  assumptions  required  by  the  new  standard  to  value 
the  liabilities,  the  health  care  trend  rate  and  the  discount  rate, 
will  vary  depending  on  a  company's  belief  as  to  future  medical 
inflation  (e.g.,  will  medical  inflation  continue  at  its  currently 
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high  rate  or  will  it  decline  at  some  point  in  the  future?)  and  the 
company's  own  cost  of  capital.  It  will  also  depend  a  great  deal  on 
the  demographics  of  its  workforce.  Thus,  a  company  with  a  young 
workforce  which  will  someday  be  eligible  for  retiree  medical 
benefits  and  relatively  few  retirees,  will  experience  a  higher 
multiple  of  pay-as-you-go  expense  to  accrued  expense  than  an 
employer  with  a  higher  active-to-retiree  ratio  whose  pay-as-you-go 
expense  approximates  current  accrued  expense. 

While  it  is  too  early  to  tell,  there  is  some  evidence  as  to  how 
employers  are  responding  to  FAS  106.  The  Wyatt  Company,  a  benefits 
consulting  company  who  is  also  a  member  of  APPWP,  has  studied  400 
companies'  retiree  medical  disclosures  available  in  1990  annual 
reports.  The  study  indicates  that  almost  as  many  companies  expect 
a  "significant"  impact  as  do  an  "insignificant"  impact.  Moreover, 
only  7%  of  the  studied  companies  are  already  accruing  or  funding 
the  liability.  Recently  some  companies  have  also  announced 
recognition  of  the  accrued  liability  to  date  (e.g.  General  Electric 
and  IBM) ;  while  other  companies  will  elect  to  spread  out 
liabilities  over  the  permissible  twenty-year  amortization  period. 
The  study  concludes  that  "Two  implementation  strategies  are  already 
emerging:  combining  extraordinary  gains  with  early  recognition  to 
smooth  the  impact  on  earnings;  and  redefining  the  benefit  promise 
before  adopting  the  new  accounting  standard." 


Redefining  the  Retiree  Health  Promise. 

When  employers  first  began  to  recognize  these  potential 
liabilities,  some  decided  to  act.  The  initial  response  on  the  part 
of  a  few  employers  was  to  seek  to  cut  back  the  benefits  provided  to 
retirees.  This  attempt  was  the  subject  of  a  flurry  of  litigation 
during  the  1980 's  which  defined  the  contractual  rights  of  employers 
and  retirees  to  their  retiree  medical  benefits.  Today,  the  court- 
made  vesting  rules  associated  with  retiree  medical  benefits 
essentially  state  that  an  employer's  right  to  cancel  or  modify 
retiree  medical  benefits  rests  on  the  what  in  fact  the  employer 
promised  retirees,  as  determined  from  relevant  plan  documents  and 
communications.  Likewise,  LTV's  attempted  disavowal  of  its  retiree 
medical  liability  in  bankruptcy,  led  to  the  Retiree  Benefits 
Bankruptcy  Protection  Act  of  1988.  For  the  most  part,  however, 
employers  have  come  to  recognize  only  a  limited  ability  to  control 
benefit  liabilities  once  retirees  begin  to  receive  benefits. 

As  a  consequence,  employers  with  relatively  younger  workforces  have 
more  flexibility  in  redesigning  plans  to  limit  future  liabilities 
than  those  currently  with  large  numbers  of  retirees  relative  to 
active  employees.  Companies  which  have  reserved  the  ability  to 
increase  cost  sharing  among  their  retirees  also  have  some  ability 
to  limit  retiree  health  expenses.  But  for  most  companies,  the 
assumptions  used  to  calculate  the  accrued  liability  are  more 
significant  than  plan  design. 

Moreover,  design  options  which  limit  costs  of  pension  plans  do  not 
necessarily  fit  retiree  medical  benefits.  Unlike  retirement 
benefits,  for  example,  medical  benefits  cannot  be  reduced  for  early 
retirement.  While  retirement  benefits  generally  decrease  in  value 
over  time  due  to  inflation,  the  value  of  medical  benefits  generally 
increase    because    of    inflation.  While    retirement    income  is 

available  only  to  survivors  after  the  retiree  dies,  retiree  medical 
benefits  are  payable  to  dependents  while  the  retiree  is  alive  and 
continues  even  after  he  or  she  dies. 

Despite  these  facts,  many  companies  are  reconsidering  the  design  of 
their  retiree  medical  programs.  The  redesign  of  corporate  plans 
falls  into  three  broad  design  approaches:  Defined  contribution; 
defined  dollar;  and  defined  benefit.  The  defined  contribution 
approach  limits  the  amount  a  company  will  pay  toward  retiree 
medical  benefits  by  creating  an  account — either  in  a  defined 
contribution  plan  which  contains  actual  dollars  or  a  notational 
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account  to  which  an  employer  may  allocate  "units"  of  contributions 
which  may  be  spent  on  medical  benefits.  The  second  approach,  the 
defined  dollar  approach,  is  one  in  which  the  employer  promises  a 
specific  dollar  maximum  after  retirement  and  the  employee  pays  the 
balance.  These  two  approaches  lessen  the  accounting  liability 
since  the  company  has  no  responsibility  beyond  a  promise  to  commit 
a  specified  amount  of  money.  The  defined  benefit  approach  is 
essentially  what  most  employers  do  today.  Whatever  the  cost  of  the 
benefit  promised  under  the  plan,  it  is  mostly  picked  up  by  the 
employer.  However,  the  employer  may  lessen  its  liability  by 
including  cost  sharing,  deductibles,  and  co-pays. 

Employers  have  also  begun  to  couple  their  maximum  payments  with 
eligibility  reguirements  related  to  age  and  service.  Until 
recently,  many  employers  permitted  those  who  retired  with  a  minimum 
age — generally  age  55 — and  service — generally  10  years — to  receive 
full  retiree  medical  benefits.  Today  the  trend  is  to  relate  the 
accrual  of  the  company  contribution  using  age  and/or  service  to 
define  how  much  of  the  company  contribution  the  individual  would 
receive  at  retirement.  For  example,  $10  towards  the  company's 
contribution  per  year  of  service  would  entitle  a  30-year  employee 
to  a  monthly  contribution  of  $300  to  provide  family  coverage  at 
retirement.  While  popular  and  more  philosophically  satisfying  to 
many  employers,  this  approach  appears  to  have  only  a  limited  impact 
on  reducing  FAS  liability. 

Despite  the  potential  liabilities,  relatively  few  companies  are 
considering  dropping  retiree  medical  benefits  altogether  for  active 
employees.  According  to  a  very  recent  survey  by  Hewitt  Associates, 
also  a  benefits  consulting  company  and  an  APPWP  member,  fewer  than 
1%  of  companies  actually  eliminated  retiree  medical  coverage 
altogether.  Although  we  are  not  aware  how  many  further  plan 
sponsors  are  seriously  contemplating  such  an  approach,  it  is 
certainly  an  understandable  response  given  the  unpredictability  of 
health  care  costs  and  liabilities.  But,  in  the  end,  what  employers 
do  with  their  retiree  medical  plans  probably  will  depend  more  on 
what  approach  Congress  takes  to  comprehensive  medical  reform. 


Pre-funding  of  Retiree  Medical  Liabilities 

At  present,  tax  law  denies  employers  the  ability  to  pre-fund 
retiree  medical  liabilities  in  a  tax-favored  manner.  Whether  this 
is  good  or  bad  policy  has  been  the  subject  of  much  debate  both 
within  and  outside  the  employer  community. 

Why  do  some  employers  wish  to  pre-fund  their  retiree  medical 
liabilities?  First,  the  establishment  of  such  a  fund  permits 
employers  to  have  an  offsetting  asset  which  would  diminish  the 
financial  impact  of  FAS  106.  Second,  assuming  the  company  was 
entitled  to  an  immediate  tax  deduction  and  tax-free  inside  build- 
up, such  pre-funding  can  be  more  economical,  since  the  company 
shares  some  of  its  cost  with  the  federal  government.  Finally,  such 
a  fund  provides  meaningful  benefit  security  to  retirees  for  the 
payment  of  the  benefit  in  the  event  of  a  corporate  bankruptcy  or 
take-over. 

Other  companies,  however,  see  the  advantages  of  pre-funding  retiree 
medical  benefits  as  relatively  small.  Thus,  an  accounting  reserve 
would  have  much  the  same  impact  on  a  company's  financial  reports  as 
an  actual  fund.  Even  assuming  Congress  were  to  permit  tax 
incentives  for  pre-funding  employer  liabilities,  it  would  likely 
come  with  "legislative  strings"  attached.  These  legislative 
strings  might  include  provisions  which  would  reguire  vesting  by 
active  employees  in  the  medical  liabilities,  limitations  on  plan 
design  and  flexibility,  minimum  accruals  of  the  benefit  and 
portability  of  the  benefit.  In  sum,  many  employers  would  not  trade 
the  loss  of  what  flexibility  to  control  plan  costs  there  is  through 
plan  design,  for  tax-favored  pre-funding,  if  it  meant  that  these 
plans  had  to  be  "ERISA-f ied"  and  regulated  similarly  to  pension 
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plans.     Additionally,  some  employers  argue  that  even  with 
tax-favored  pre-funding,  the  company  can  do  better  financially  by 
retaining  the  assets. 

The  one  area  in  which  employers'  do  feel  that  there  is  a 
significant  advantage  to  pre-funding  is  in  the  area  of  benefit 
security.  And  for  some  companies,  there  remains  a  sufficient 
financial  advantage  to  pre-funding,  so  long  as  it  is  tax-favored. 
As  a  consequence,  some  employers  have  been  exploring  techniques 
which  would  allow  them  to  pre-fund  their  retiree  medical 
liabilities. 

There  are  various  techniques  which  allow  employers  to  pre-fund  all 
or  a  portion  of  their  liabilities.     These  are: 

1.  Section  401(h)  Accounts.  These  are  accounts  established  within 
a  company's  pension  plan  which  would  allow  it  to  provide  for  the 
payment  of  retiree  medical  payments.  Contributions  are  fully 
deductible,  are  adjustable  for  health  care  inflation  and  are 
permitted  tax-free  growth.  The  major  problem  with  401(h)  accounts 
is  that  the  amount  used  to  fund  the  account  may  not  exceed  25%  of 
the  actual  contribution  to  the  plan.  Since  many  employers  who  have 
retiree  health  plans,  are  not  able  to  make  contributions  to  their 
pension  plan  because  of  tightened  legal  contribution  limits  and 
because  their  plans  are  fully-funded,  regular  contributions  to  a 
401(h)  account  can  not  be  assured  (i.e.,  25%  of  nothing  is 
nothing) . 

2.  "HSOPS."  This  approach  combines  a  money  purchase  plan  (i.e.,  a 
pension  plan  for  401(h)  purposes)  containing  a  401(h)  account,  with 
an  Employee  Stock  Ownership  Plan  (ESOP)  .  The  plan  can  be 
leveraged,  and  25%  of  the  contribution  used  to  pay  the  ESOP  loan, 
dedicated  to  the  401(h)  account.  The  401(h)  account  is  then  used 
to  pay  retiree  medical  benefits.  IRS  is  still  examining  the 
legality  of  this  approach  and  at  present  is  not  approving  these 
arrangements . 

3.  Voluntary  Employee  Benefit  Associations  ("VEBA's) .  Established 
under  section  501(c)(9)  of  the  Internal  Revenue  Code,  a  VEBA  may 
provide  retiree  medical  benefits  subject  to  strict  standards  which 
mostly  limit  the  ability  of  VEBA's  to  paying  current  benefits. 
Since  these  restrictions  do  not  apply  to  collectively  bargained 
VEBA's,  some  pre-funding  is  already  taking  place  in  some  of  these 
plans. 

4.  Trust-Owned  Life  Insurance.  Some  companies  are  using  the 
tax-free  inside  build-up  permitted  insurance  products  in 
combination  with  a  VEBA  to  create  tax-favored  pre-funding.  This 
technique  is  helpful  but  can  be  expensive  and  limits  the  investment 
flexibility  of  the  employer.  Since  health  benefits  are  funded  by 
way  of  death  benefits  paid  to  the  trust,  some  companies  are 
reluctant  to  use  this  approach. 

5.  Profit  Sharing  Plans.  Some  companies  have  amended  profit 
sharing  plans  to  allow  retirees  to  leave  a  portion  of  their  funds 
in  the  plan  to  pay  for  retiree  health  care  insurance.  The  trustee 
pays  for  health  insurance  out  of  the  retained  amount.  It  is  not 
clear  whether  these  amounts  are  tax-free  contributions  to  a  health 
care  plan,  and  this  remains  a  major  drawback  to  this  approach. 

6.  Retiree  Health  Transfers.  In  1990,  Congress  added  section  420 
to  the  Internal  Revenue  Code  which  would  allow  the  transfer  of 
funds  from  well-funded  pension  plans  to  pay  current  retiree  medical 
costs.  This  provision  added  a  number  of  significant  restrictions 
on  such  transfers  which  limit  its  attractiveness  to  most  employers, 
including  full  vesting  in  the  pension  benefits  under  the  retirement 
plan.     Only  a  few  companies  are  utilizing  this  approach. 
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Reducing  The  Medicare  Retirement  Age. 

Chairman  Rostenkowski  recently  proposed  in  H.R.  3  2  07  to  lower 
Medicare  eligibility  from  age  65  to  age  60.  To  pay  for  this 
expansion,  the  Hospital  Insurance  (HI)  payroll  tax  imposed  on 
employers  and  employees  would  be  raised  to  pay  for  the  reduction  in 
the  age  of  eligibility  as  well  as  for  improvements  in  Medicare 
benefits.  Under  the  bill,  the  HI  taxable  wage  base  would  be 
increased  from  $125,000  to  $200,000  (indexed),  effective  January  1, 
1993.  In  addition,  the  HI  tax  rate  on  both  employers  and  employees 
would  be  increased  from  1.45  percent  to  1.55  percent  in  1993  and  to 
1.65  percent  in  1996.  Corresponding  changes  would  be  made  to  self- 
employment  taxes. 

The  impact  of  this  proposal  would  appear  to  help  some  and  hurt 
others.  Those  with  older  workforces,  which  generally  characterizes 
certain  industries,  would  see  their  liabilities  shifted  to  the 
Federal  government.  Additional  taxes  paid  for  this  expense  would 
not  be  considered  part  of  the  employer's  liabilities.  As  a  result, 
companies  with  a  high  FAS  106  liability  would  seem  to  benefit  more 
from  the  proposal.  But  it  can  be  questioned  whether  the  use  of 
taxes  payable  by  those  employers  who  offer  no  retiree  medical 
benefits  to  reduce  the  FAS  106  retiree  medical  liability  of  those 
who  do,   is  fair. 

Also,  while  there  is  evidence  that  Medicare  costs  are  less  than 
those  under  employer  plans,  there  is  also  a  belief  that  Medicare's 
savings  result  in  some  shifting  of  costs  to  the  employer-sponsored 
health  care  system.  This  is  done  directly,  as  when  Medicare 
reduces  payments  and  "wrap-around"  retiree  plans  pick  up  the  cost. 
It  also  operates  indirectly  by  putting  pressure  on  providers  to 
shift  a  larger  portion  of  their  shortfall  under  Medicare  to  other 
payors,  particularly  employers.  Moreover,  many  employers  would  be 
concerned  that  Congress  will  assume  the  responsibility  for  more 
retirees  under  Medicare,  but  later  shift  the  additional  costs  of 
enhanced  benefits  to  employers.  How  much  is  shifted,  or  will  be 
shifted,  and  whether  the  trade-off  of  taxes  for  benefits  is  worth 
it,  is  not  clear. 

Conclusion 

In  summary,  FAS  106  will  add  significant  liabilities  to  the  books 
of  many  employers.  The  impact  of  these  rules  will  vary,  depending 
on  a  variety  of  factors.  While  many  companies  would  favor  the 
ability  to  pre-fund  adequately  their  retiree  medical  liabilities 
most  would  not  do  so  if  it  meant  substantial  loss  of  their 
flexibility  to  structure  retiree  medical  programs  to  respond  to 
inflation  and  other  factors. 

Moreover,  while  Chairman  Rostenkowski  has  put  forward  a  thoughtful 
proposal  which  would  ease  the  burden  of  retiree  health  for  many 
companies,  it  relies  on  a  redistribution  of  retiree  medical 
liabilities  to  those  who  have  chosen  not  to  offer  the  benefit. 
However,  redistributive  solutions  do  not  address  the  fundamental 
issue  underlying  retiree  and  all  health  care  reform,  which  is  cost. 
Any  comprehensive  reform  of  the  medical  delivery  system,  including 
proposals  such  as  the  Chairman's,  must  address  this  issue  first  if 
the  adopted  solution  is  not  to  be  undone  by  medical  inflation.  The 
Chairman  apparently  recognized  this  issue  himself  by  including  this 
proposal  with  other  proposals  which  would  seek  to  limit  the  cost  of 
the  health  care  spiral.  We  urge  you  not  to  consider  doing  one 
without  the  other. 
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Chairman  Stark.  I  don't  think  anybody  seriously  believes  that 
any  revision  or  major  change  to  the  way  we  finance  medical  care 
or  the  medical  delivery  system  can  exist  without  some  form  of 
either  budget  or  cost  containment  mechanism. 

So  if  you  take  that  as  a  given,  should  it  not  then  be  a  benefit  to 
corporate  America  to  have  us  take  over  or  spread  this  liability  and 
put  it  into  a  public  plan? 

Mr.  Weizmann.  A  benefit  to  corporate  America?  I  wouldn't  say  it 
would  be  a  benefit  to  corporate  America.  Again,  I  would  fall  back 
on  what  Dallas  Salisbury  answered  to  a  similar  question  earlier  on, 
which  is  simply  to  say  that  employers  with  different  demographics 
in  their  work  forces  will  benefit  differently. 

Chairman  Stark.  All  right.  Let  us  take  the  4  percent  of  that  cor- 
porate America  that  generates — what  is  it,  40  percent  

Mr.  Weizmann.  Something  like  that. 

Chairman  Stark.  Probably  most  of  whom  are  represented  by  the 
two  witnesses  to  your  immediate  right,  and  fewer  of  which  are  rep- 
resented by  SEIU.  Now  arguably,  they  are  going  to  take  the  biggest 
hits  on  unfunded  liability.  So  if  we  can  segregate  them  for  a 
minute,  this  indeed  should  be  of  great  help  to  them  and  their 
unions,  ought  it  not? 

Mr.  Weizmann.  If  I  can  answer  for  them,  certainly. 

Chairman  Stark.  Yes.  So  then  you  deal  with  the  smaller  compa- 
nies who  unfortunately  are  also  in  those  more  highly  skilled 
areas — tool  and  die,  machine  shops  that  are  usually  covered  by  say 
UAW,  the  AFL  contracts — it  hits  them  too.  Either  we  have  to  take 
pay-or-play  or  a  public  plan — it  seems  to  me  that  you  begin  to  pre- 
fund  this  at  the  beginning  of  a  person's  work  life  and  that  in  the 
long  run,  the  cost  becomes  very  negligible. 

We  haven't  said  anything  or  very  little  here  today  about  the 
quickest  way  for  many  of  your  clients  to  save  money,  and  that  is  to 
get  rid  of  covering  the  dependents.  And  company  dependent  cover- 
age can  be  a  crueler  hoax,  because  if  you  presume  that  often  the 
spouse  of  the  working  person  is  younger,  do  you  create  another  gap 
in  there  where  all  of  a  sudden  the  older  male  goes  onto  Medicare 
and  suddenly  has  an  uninsured  spouse.  That  can  be  equally  devas- 
tating. 

I  just  somehow  think  that  some  kind  of  universal  coverage  is  the 
fairest  and,  in  the  long  run,  the  least  costly  way  to  do  this. 

Mr.  Weizmann.  Again,  in  responding — at  least  I  think  I  catch 
the  drift  of  your  question — there  are  two  things  I  would  comment 
on.  First  of  all,  a  lot  of  employers  who  we  talked  about  who  were  in 
that  4  percent,  for  example,  provide  what  we  call  Medicare  wrapar- 
ound coverage,  which  as  I  indicated  in  my  testimony  and  for 
most — I  shouldn't  say  most,  I  don't  know  for  most — but  for  many 
employees  provides  in  fact  the  firstdollar  coverage  when  even  their 
active  employees  are  no  longer  receiving  first  dollar  coverage. 

So  very  naturally,  extending  Medicare  coverage  down  to  age  60, 
assuming  employers  didn't  change  their  behavior,  I  think  everyone 
certainly  in  that  4  percent — the  employees  certainly  would  like  it 
because  it  would  also  extend  wraparound  coverage  to  them,  and 
again  that  would  be  a  much  more  attractive  benefit. 

Second,  I  think  you  are  asking  a  different  question,  and  it  is  a 
question  apart  from  retiree  medical.  Again,  assuming  as  you  said, 
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we  control  costs — which  is  like  saying  besides  that,  Mrs.  Lincoln, 
how  did  you  enjoy  the  play.  But  assuming  we  do  control  medical 
costs,  when  one  looks  at  the  question  of  how  best  to  provide  univer- 
sal access — and  that,  I  think,  is  really  your  question,  whether  it  be 
a  single-payer  system,  an  all-payer  system,  or  whatever,  I  think 
that  is  a  completely  different  debate. 
And  I  think  

Chairman  Stark.  This  is  just  an  incremental  part  of  that  debate. 

Mr.  Weizmann.  That  is  right.  And  what  I  think  we  are  suggest- 
ing and  saying  is  that  we  need  to  look  at  costs  first;  costs  undo  ev- 
erything that  anybody  wants  to  do,  whether  it  be  a  single-payer 
system  or  an  all-payer  system  or  currently  modifications  on  what 
we  have  today.  So  I  think  that  is  a  very,  very  important  issue. 

The  second  part  of  that  is  clearly,  though,  how  you  resolve  the 
overall  question  of  providing  access  

Chairman  Stark.  Of  course  the  other  issue  is — and  I  hate  to  beat 
a  dead  horse  

Mr.  Weizmann.  I  am  used  to  it. 

Chairman  Stark  [continuing].  But  you  could  do  it  in  the  Medi- 
care issue  below  65.  The  minute  that  we  put  on  some  kind  of  an 
out-of-pocket  cap,  we  then  really  control  the  costs  for  the  employ- 
er— not  necessarily  the  taxpayers,  but  even  for  the  unions  with 
their  wraparound  plan.  If  we  say  it  is  $2,500  out  of  pocket,  that  is  a 
slam-dunk  to  ensure,  because  then  you  have  no  long-tail  liability.  It 
is  very  easy  to  limit.  You  can  assess  what  your  liabilities  will  be, 
and  it  lowers  the  cost  tremendously.  Now  arguably  it  shifts  the  cost 
to  a  broader  taxpayer  base  one  way  or  another,  but  from  the  stand- 
point of  cost  to  employers,  then  the  wraparound  coverage — if  they 
are  not  offering  a  lot  of  bells  and  whistles,  it  helps  a  great  deal. 

Mrs.  Johnson. 

Mrs.  Johnson.  Thank  you.  I  just  want  to  thank  the  panel  for 
pointing  out  two  problems  that  I  think  are  of  particular  concern. 
One  is  the  competitive  disadvantage  that  our  current  system  puts 
our  older  manufacturers  at,  vis-a-vis  both  newer  manufacturers  of 
American  origin  and  foreign  transplants.  I  think  that  issue  of  65 
and  older  is  something  that  we  have  to  find  a  way  to  address. 

The  other  problem  that  you  point  to  that  is  of  enormous  urgency 
is  this  problem  of  people  who  are  retired,  perhaps  because  of  physi- 
cal disability,  perhaps  because  there  are  no  jobs  for  people  who 
have  to  leave  their  work  at  58  or  60  or  62  and  they  can't  find  any- 
thing else.  The  problem  is  having  no  access  to  any  kind  of  health 
coverage  at  all  for  those  people.  I  think,  you  know,  in  a  sense  while 
we  have  the  larger  debate,  somehow  we  do  have  to  have  those  nar- 
rower debates. 

One  of  the  things  I  would  appreciate  your  thoughts  on— not  nec- 
essarily at  this  moment,  but  over  time— is  how  could  we  address 
those  narrower  problems  while  we  have  the  larger  debate  in  a  way 
that  doesn't  provide  an  incentive  for  people  to  retire  early?  We  cer- 
tainly have  had  very  clear  testimony  today  that  health  benefits  do 
encourage  people  to  retire  early,  and  I  don't  think  until  we  get  a 
larger  solution  that  we  want  to  do  that. 

But  there  ought  to  be  a  way  to  address  the  really  critical  situa- 
tion that  some  of  our  folks  find  themselves  in  who  must  retire 
before  65,  and  to  level  the  playing  field  between  old  companies  and 
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new  companies  in  a  very  competitive  world  economy — not  the  kind 
of  economy  that  was  envisioned  20  years  ago. 

I  just  wanted  to  thank  you  for  your  insights  into  those  aspects  of 
the  larger  problem  that  you  have  also  addressed  very  well. 

Mr.  Hirschland.  Congresswoman,  can  I  just  make  one  comment? 
You  do  mention  a  couple  of  times  earlier  and  now  again  the  issue 
of  people  retiring  earlier  and  not  wanting  to  encourage  that.  In 
many  cases,  that  is  unavoidable. 

I  come  from  Michigan.  Where  plants  close,  there  are  dislocations. 
People  are  too  old  to  relocate  or  find  the  kind  of  work  that  they 
want.  I  know  you  are  from  Connecticut.  We  have  unions  where  the 
same  kinds  of  issues  have  occurred,  and  people  really  don't  have 
alternatives. 

So  it  is  a  complex  issue,  and  while  we  do  need  to  worry  about 
incentives  for  people  to  retire  or  not  retire,  we  also  need  to  recog- 
nize that  some  people  really  don't  have  any  choices.  I  mean,  their 
jobs  have  left  them  and  they  are  still  there  and  they  don't  have 
alternatives  but  to  retire. 

Mrs.  Johnson.  That  is  why  we  need  to  make  provision  for  earlier 
than  65  that  goes  beyond  physical  disability.  It  is  a  long-term 
public  policy  disservice  in  the  decades  ahead  when  we  know  we  are 
heading  into  an  era  of  labor  shortage.  We,  as  a  matter  of  public 
policy,  don't  want  to  in  my  estimation,  encourage  early  retirement, 
especially  when  we  clearly  can't  afford  it  because  we  are  raising 
the  retirement  age  under  Social  Security. 

So  I  think  that  there  is  something  between  here  and  there.  There 
are  some  immediate  problems  that  really  demand  attention  that 
may  not  be  best  solved  by  a  public  policy  that  would  have  other 
consequences  that  over  the  long  term  would  be  disadvantageous  to 
us,  I  think,  as  a  nation. 

Mr.  Weizmann.  Congresswoman,  as  a  matter  of  course,  we  would 
like  to  treat  this  problem  as  one  in  which  we  can  proceed  incre- 
mentally in  putting  little  pieces  together  and  ultimately  coming  up 
with  a  great  big  whole.  The  thing  that  concerns  us,  I  think,  is  that 
simply  lowering  the  Medicare  age  from  65  to  60,  at  least  from  an 
employer  viewpoint,  shifts  at  least  some  of  that  cost  back  to  the 
employers  themselves  in  the  form  of  higher  utilization — again,  if 
we  use  the  wraparound  analogy  clearly  directly.  It  also  puts  great- 
er pressure  on  employers  by  increasing  the  cost  growth  that  is  in 
the  medical  sector  today  by  extending  coverage  to  people  who  now 
don't  have  that  coverage. 

I  think  that  is  why  it  scares  some  of  my  members  to  talk  in 
terms  of  simply  doing  things  incrementally,  that  ultimately  may 
cause  the  system  to  get  even  more  expensive. 

Mrs.  Johnson.  But  certainly  your  members  ought  to  be  scared, 
and  the  members  of  the  other  organizations  ought  to  be  terribly 
scared,  at  the  rate  at  which  health  care  costs  are  rising.  I  mean, 
that  is  the  enemy  of  all  of  us,  and  we  must  first  do  something 
about  that. 

I  personally  don't  believe  that  a  single-payer  system  offers  as 
much  hope  of  cost  control,  because  I  have  not  been  impressed  with 
Government's  ability  to  control  costs  except  through  a  rather  ugly 
system  of  reducing  access,  which  is  now  well  evident  in  Medicaid, 
in  the  VA  system,  and  increasingly  in  Medicare. 
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Thank  you  very  much  for  your  testimony  today.  I  appreciate 
your  thoughtfulness. 

Chairman  Stark.  I  want  to  thank  the  panel  and  the  chair  wants 
to  note  that  as  we  have  been  having  these  hearings,  there  has  been 
a  caucus  concerning  the  issue  of  unemployment  benefits,  which  I 
am  sure  many  of  the  witnesses  will  excuse  my  colleagues  on  our 
side  of  the  aisle  for  attending  instead  of  being  here  at  this  hearing. 

I  thank  the  witnesses  very  much  for  their  participation.  I  look 
forward  to  working  with  you  as  we  try  and  resolve  this  problem. 

Thank  you. 

[Whereupon,  at  2:58  p.m.,  the  hearing  was  adjourned.] 
[Submissions  for  the  record  follow:] 
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Written  Comments  of  Patricia  Wilson,  Principal 
A.  Foster  Higgins  &  Co.,  Inc. 
Provided  to  the  House  Ways  and  Means 
Subcommittee  on  Health 

November  19, 1991 


On  November  5,  1991  the  Subcommittee  held  hearings  to  examine  the  impact  of 
Statement  of  Financial  Accounting  Standard  106  (FAS  106)  on  corporate  liabilities  and 
retiree  health  care  benefits.  The  impact  of  proposals  to  lower  the  Medicare  eligibility 
age  on  the  unfunded  liabilities  was  also  considered.  Written  statements  from  informed 
commentators  were  invited. 

My  firm,  A.  Foster  Higgins  &  Co.,  Inc.,  is  a  management  consulting  firm  specializing  in 
employee  benefits.  In  recognition  of  the  importance  of  retiree  health  care  benefits,  we 
established  a  practice  devoted  solely  to  this  area.  As  the  National  Practice  Leader  for 
retiree  health  care,  I  have  closely  followed  the  development  of  FAS  106,  and  have 
helped  many  corporations  structure  responses  to  it.  My  comments  reflect  my 
assessment  of  what  is  happening  today,  present  a  view  of  what  we  might  see 
tomorrow  and  ask  your  help  in  using  your  influence  on  the  Members  of  the  Financial 
Accounting  Standards  Board. 

SUMMARY 

Background 

Developed  to  make  financial  statements  more  useful,  FAS  106  mandates  accrual 
accounting  for  postretirement  health  care  plans.  Conservative  estimates  of  liabilities 
for  plans  adopted  in  the  pre-FAS  106  era  exceed  $300  billion    estimates  as  high  as 
$1  trillion  have  been  quoted.  These  values  exceed  the  commitments  employers  ever 
intended.  With  implementation  scheduled  for  1993,  employers  are  moving  quickly  to 
reevaluate  their  plans  and  reduce  their  commitment  to  financially  acceptable  levels. 
Our  1990  retiree  health  care  survey  shows  58%  of  employers  will  have  reduced 
benefits  or  increased  retiree  contributions  in  the  3  years  following  the  release  of 
FASB's  exposure  draft,  and  more  certainly  will  before  1993. 

These  hearings  are  being  held  to  evaluate  one  of  the  most  important  variables  in  any 
FAS  106  liability  calculation  --  the  age  at  which  Medicare  coverage  becomes  effective. 
If  the  minimum  age  is  reduced  from  65  to  60  after  FAS  106  is  implemented,  employer 
liabilities  will  decline  --  substantially.  Users  of  financial  statements  will  receive  little 
benefit  from  seeing  an  enormous  liability  recognized  under  FAS  106  which  is  ultimately 
reversed  through  legislation. 

If  We  Could  Only  See  the  Future 

This  environment  of  rapid  reaction  to  FAS  106  begs  questions: 

■       Will  the  information  resulting  from  this  reaction  process  be  more  valuable  to 
users  of  financial  statements  as  things  change? 

Employers  were  given  3  years  to  evaluate  and  revamp  their  entire  retiree 
medical  structure  --  less  than  1  /5th  the  time  FASB  spent  producing  an 
accounting  standard.  And  since  retiree  medical  benefits  are  but  one  part  of  the 
total  retirement  benefit  package,  some  employers  are  also  investigating 
changing  pension  and  savings  plans.  Even  with  employers'  good  faith  efforts  to 
create  new,  financially  workable  plan  designs,  it  isn't  likely  that  the  final  designs 
will  emerge  in  this  short  period.  Some  employers  will  have  made  changes  in 
haste,  and  will  need  to  redo  their  design  work  from  scratch.  But  even  those 
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who  follow  the  most  deliberate,  thorough  evaluation  process  can't  have 
prescience.  The  impact  of  today's  benefit  reductions  on  employee  morale  and 
productivity  can't  be  known  in  advance.  A  year  from  now,  even  the  most  well- 
researched  decisions  may  need  to  be  revised. 

■  What  if  the  corporation  can't  change  benefits  quickly  enough? 

Plans  under  collective  bargaining  agreements  may  not  be  subject  to 
renegotiation  before  implementation.  FAS  106  liabilities  based  on  the  current 
plan  may  greatly  exceed  the  ultimate  corporate  obligation.  How  will  a  financial 
analyst  or  prospective  shareholder  evaluate  financials  under  these 
circumstances? 

■  If  users  of  financial  statements  don't  benefit,  who  does? 

Concerns  now  focus  on  workers  and  retirees  who  are  asked  to  assume 
responsibility  for  costs  formerly  covered  by  employers.  But  there  are  larger 
issues.  In  the  recent  elections,  the  public  made  it  clear  that  health  care 
financing  is  an  issue  of  great  importance.  Given  the  scant  likelihood  of 
developing  a  more  effective  system  without  the  involvement  and  support  of 
corporate  America,  the  prospect  of  employers  accepting  a  more  limited  roll  in 
the  financing  arena  as  a  response  to  FAS  106  is  disturbing. 

The  Kev  Issue 

In  making  these  comments,  we  do  not  intend  to  imply  that  the  goal  or  basic  concepts 
underlying  FAS  106  are  invalid  or  insignificant.  As  our  nation  ages,  we  must 
understand  the  nature  and  scope  of  our  commitments  to  the  elderly,  and  make 
adequate  financial  provisions  to  satisfy  them.  But  we're  in  transition.  It's  unrealistic  to 
expect  that  we  can  move  from  a  system  where  these  obligations  were  never  evaluated 
to  one  where  they're  properly  provided  for  in  a  brief  3-year  interval.  While 
corporations  are  dealing  with  this  matter,  they  have  other  concerns  --  global 
competition,  weakness  in  the  financial  sector,  and  a  recovery  that  won't  begin.  They 
can't  give  retiree  health  their  undivided  attention.  They  need  more  time. 
Qgr  Suggestion 

We  suggest  that  Members  of  the  House  Ways  and  Means  Subcommittee  on  Health 
help  persuade  the  members  of  the  Financial  Accounting  Standards  Board  to: 

■  Defer  full  implementation  of  FAS  106  until  1995  or  1996: 

■  Require  footnote  disclosure  of  benefits  and  liabilities  in  financial  statements  until 
the  deferred  effective  date  of  FAS  106. 

This  approach  would  maintain  the  impetus  for  corporations  and  congress  to  develop 
long-range  workable  solutions  to  providing  health  care  benefits  to  retirees. 

Advantages 

■  While  we  move  more  gradually,  more  sensibly,  Congress  can  make  decisions 
so  we  don't  have  to  tear  down  what  we  built  -  in  a  quick  reaction  to  what  may 
change  anyway. 

■  Our  financing  structure  stays  intact. 

■  We'd  have  time  to  experiment,  revise,  and  replan  --  to  find  solutions  that  will 
hold  up  over  time. 

■  Corporations  would  still  be  required  to  value  liabilities. 
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■  Shareholders  and  analysts,  informed  of  liability  size,  would  ask  questions... 
pointed  questions. 

■  Management  still  would  need  to  work  for  change. 

■  We'll  keep  employers  involved  in  health  care  financing  rather  than  forcing  their 
withdrawal. 

■  The  quality  and  usefulness  of  information  on  financial  statements  won't  suffer  -- 
and,  ultimately,  will  improve. 

■  Everyone  benefits:  employers,  workers,  retirees,  the  public,  shareholders  -- 
even  FASB. 

Why  not  wait? 

DEVELOPMENT  OF  RETIREE  MEDICAL  PLANS 

When  employers  made  the  initial  retiree  health  benefit  promise,  it  was  an  era  of 
economic  expansion  and  they  had  few  retirees:  costs  were  low  and  cash  basis 
accounting  was  used.  Retiree  health  benefits  weren't  written  in  stone    benefits  were 
considered  gratuities.  Since  they  weren't  vested,  employers  anticipated  altering  benefit 
design  if  the  plan  became  unaffordable. 

The  change  from  pay-as-you-go  (cash  basis)  to  accrual  accounting  under  FAS  106  will 
increase  the  annual  expense  for  many  employers  and  require  them  to  reflect  the 
unfunded  cost  of  future  benefits  as  a  balance  sheet  liability.  Although  actual  cash 
outlay  won't  change,  the  new  accounting  rule  will  make  retiree  health  benefit  expense 
appear  unaffordable.  Many  employers  have  ~  and  more  will  ~  change  their  plans  to 
reduce  the  expense  and  the  liability. 

A  reduction  in  retiree  health  benefits  has  business  implications  which  transcend  the 
financials.  These  benefits: 

■  Help  retain  experienced  employees 

■  Affect  productivity  and  morale 

■  Influence  when  employees  retire. 


To  reduce  retiree  health  benefits  and  still  have  them  support  business  objectives  while 
meeting  human  resource  goals  requires  extensive  time  and  study.  Employers  need  to 
educate  themselves  about  health  care  issues,  retiree  health  needs,  and  funding 
vehicles.  They  also  need  time  to  identify  and  evaluate  alternatives. 

FAS  106:  SUBSTANCE  AND  IMPLEMENTATION  SCHEDULE 

Generally  Accepted  Accounting  Principles  require  accrual  accounting  for  most 
business  expenses,  to  match  them  with  revenues.  Although  retiree  health  benefit 
costs  can  be  related  to  revenues  generated  during  active  employment  -  a  form  of 
"deferred  compensation"  -  they  were  difficult  to  quantify.  In  the  past,  employers 
expensed  only  current  costs  for  existing  retirees  (not  expected  future  costs  for  active 
employees)  in  the  income  statement.  Limited  disclosures  concerning  the  plan  and  its 
pay-as-you-go  cost  were  required  by  FAS  81. 

Now,  FAS  106  sets  an  accrual  accounting  standard  for  postretirement  benefits  other 
than  pensions.  The  goals  are  to: 
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■  Enhance  the  relevance  and  representational  faithfulness  of  an  employer's 
operating  results  and  financial  position 

■  Provide  meaningful  information  to  users  of  financial  statements  --  allowing  them 
to  understand  the  nature  and  magnitude  of  an  employer's  commitment  to 
provide  retiree  health  benefits 

■  Improve  the  understandability  and  comparability  of  the  amounts  reported. 

The  final  standard  was  published  in  December,  1990,  effective  for  fiscal  years 
beginning  after  December  15,  1992  for  most  employers  (for  smaller,  nonpublic  and 
non-U. S.  plans,  it's  effective  for  fiscal  years  beginning  after  December  15,  1994). 

The  timing  gives  employers  only  three  years  (until  calendar  year  1993)  to  figure  out 
how  they  will  comply,  then  investigate  and  decide  how  to  manage  the  retiree  health 
benefit  expense  and  liability.  And  if  they  want  to  avoid  restating  prior  financial,  they 
have  only  two  years.  Employers  couldn't  start  planning  in  advance  of  the  final  release: 
much  of  the  standard  was  revised  in  the  final  months,  particularly  in  the  crucial  areas 
of  minimum  liability,  definition  of  the  substantive  plan,  and  attribution  methods. 

IS  THE  IMPLEMENTATION  PERIOD  LONG  ENOUGH? 

The  Board's  focus  is  on  accounting  for  postretirement  benefits  in  the  financial 
statements.  From  that  perspective,  the  implementation  period  is  long  enough  to 
address  the  accounting  issues.  It's  enough  time  for  employers,  consultants  and 
accountants  to  develop  statement  inputs  and  calculate  the  liability.. .all  under  the 
assumption  that  the  benefit  promise  will  not  change.  But  it  leaves  little  room  --  or 
time  --  for  change  or  addressing  social,  economic,  or  public  policy  issues. 

Accounting  is  not  the  only  issue  employers  must  deal  with.  In  fact,  the  technical 
accounting  is  probably  the  simplest  part.  But  FAS  106  certainly  will  trigger  changes  in 
employer  commitment  to  retiree  health  benefits.  Employers  are  changing  their  current 
plan  --  to  reduce  the  expense  and  liability.  The  changes  are  significant. 

Changes  will  take  the  form  of: 

■  Reducing  or  eliminating  benefits  for  current  and  future  retirees 

■  Capping  the  liability  by  shifting  to  defined  contribution  or  fixed  dollar  plans 

■  Shifting  even  more  of  the  cost  to  current  retirees  --  that  trend  will  continue  in  the 
wake  of  the  urgency  FAS  106  creates. 

Increasing  retiree  contributions  is  the  most  frequently  planned  change. 

To  carefully  change  benefit  design  so  it  meets  business  and  human  resource 
objectives  is  no  simple  task.  Employers  must 

■  Evaluate  the  nature  of  their  commitment  to  retirees 

■  Address  a  host  of  complex  business  and  social  issues 

■  Deal  with  the  constraints  of  collective  bargaining  agreements  which  preclude 
changes  for  periods  of  years 

■  Identify,  evaluate,  and  quantify  alternatives. 

Assessing  the  commitment  to  retiree  health  benefits  is  essential  --  employer's  need  to 
find  out  exactly  what  they've  promised  to  current  and  future  retirees:  Is  there  a 
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contractual  obligation  to  provide  benefits?  Or  is  the  commitment  gratuitous  or 
conditional?  Do  they  have  a  legal  right  to  amend  or  terminate  the  plan?  Which 
retirees  have  been  told  what? 

The  current  plan  --  particularly  for  employers  in  collective  bargaining  situations  --  may 
not  reflect  the  true  commitment;  calculating  the  liability  based  on  it  would  be 
inaccurate.  Although  they  may  not  have  reserved  the  right  to  amend  or  terminate  the 
plan  previously,  employers  will  certainly  do  so  from  now  on. 

Once  the  commitment  has  been  clarified,  making  plan  design  changes  is  complex. 
Employers  need  to  educate  themselves  about  business  and  social  issues  to  make 
appropriate  changes  for  their  situation: 

■  Health  care  -        How  does  the  health  care  system  work?  Who  are  the 

major  players?  How  can  they  better  spend  their  health  care 
dollars  to  get  more  bang  for  the  buck? 

■  Retiree  needs  -     What  benefits  does  Medicare  provide?  How  can  employers 

best  fill  coverage  gaps?  What  do  retirees  really  need? 
How  to  control  drug  cost    the  single  largest  driver  of 
employer  liability  -  and  improve  the  quality  of  health  care 
through  a  managed  drug  plan? 

■  Funding  vehicles  --  What  funding  vehicles  are  available?  What  are  the  legal 

and  tax  implications  of  each? 

Having  reached  a  basic  understanding  of  the  issues,  employers  need  to  evaluate  their 
current  position,  and  getting  accurate  data  will  be  a  major  project.  Many  employers 
have  difficulty  identifying: 

■  Which  retirees  are  covered 

■  Which  dependents/survivors  are  covered 

■  Actual  cost  per  retiree  by  age  and  sex 

■  Plan  reimbursement  differences  for  retirees  over  and  under  65  --  resulting  from 
coordination  with  Medicare. 

From  there,  employers  need  to  identify  and  evaluate  alternatives: 

■  What  services  will  they  cover? 

■  What  will  the  benefit  formula  be? 

■  How  will  the  plan  offset  Medicare? 

■  What  are  the  expense  and  liability? 

■  How  will  benefit  changes  affect  retirement  patterns? 

■  How  will  altered  retirement  patterns  affect  productivity? 

■  What  are  the  implications  of  funding  versus  investing  in  the  business? 

Collective  bargaining  agreements  complicate  implementation  for  some  employers. 
Labor  contracts  often  run  for  three  years.  A  year  or  more  of  planning  and  negotiating 
can  be  required  to  make  a  change.  The  3-year  FAS  106  implementation  lead  time 
may  not  be  long  enough  for  many  employers,  as  FAS  106  may  need  to  be 


5 


Ill 


implemented  before  the  agreement  expires.  The  accuracy  and  relevance  of  financial 
statements  based  on  the  current,  pre-FAS  106  contract  is  questionable,  and  financial 
statements  that  change  significantly  with  the  next  contract  are  of  little  service  to  users 
of  those  statements. 

The  3-year  implementation  period  is  likely  to  be  inadequate  to  address  all  these  benefit 
issues.  Rushed  benefit  decisions  are  likely  to  have  negative  effects  on  both  employers 
and  retirees.  They  can  also  have  negative  effects  on  public  health  care  financing. 

PUBLIC  POLICY  ISSUES 

The  general  public  also  has  a  legitimate  interest  in  how  FAS  106  is  implemented; 
particularly  in  how  employers  alter  their  plans  to  reduce  the  expense  and  liability. 
From  a  public  policy  standpoint,  the  prevalence,  and  scope  of  retiree  medical  benefits 
are  important  issues. 

The  prevalence  of  employer-provided  benefits  will  be  influenced  by  employer's  actions 
taken  as  they  comply  with  FAS  106.  A  few  employers  may  eliminate  programs  entirely 
-  our  survey  indicates  less  than  1%.  If  corporate  programs  remain  available,  public 
financing  efforts  can  be  focused  on  the  truly  needy.  If  employer-sponsored  programs 
are  eliminated,  increasing  pressure  will  be  applied  to  support  public  financing, 
particularly  for  universal  health  coverage. 

The  scope  of  employer-provided  benefits  for  retirees  is  also  a  public  policy  issue. 
Corporate  programs  need  to  be  properly  structured  if  public  policy  goals  and 
reductions  in  public  financing  are  to  be  achieved.  Current  private  programs  often 
focus  on  noncatastrophic  costs,  ignoring  catastrophic  expenses  of  the  elderly,  such  as 
long-term  care  (which  is  heavily  financed  by  Medicaid).  As  many  employers  evaluate 
and  change  programs,  the  type  of  benefits  they  choose  can  have  far-reaching 
consequences  for  public  financing.  Lower  benefits  and  increased  contributions  also 
put  pressure  on  public  programs. 

CONCLUSIONS 

Given  that  employers  will  change  retiree  health  benefits,  it's  best  they  make  thoughtful, 
thorough  decisions.  Because  of  the  magnitude  and  importance  of  the  issues,  longer 
implementation  would  be  beneficial  for  all  concerned.  The  Board's  goals  are  more 
likely  to  be  met  if  full  implementation  is  delayed  until  after  the  dust  settles  --  in  1995,  or 
1996.  In  the  interim,  footnote  disclosures  of  FAS  106  liabilities  and  benefits  would 
serve  to  keep  the  process  of  change  moving. 

Although  FAS  106  will  generate  tremendous  change  in  employer-provided  retiree 
health  benefits,  affecting  both  employers  and  retirees,  it  also  creates  a  window  of 
opportunity.  But  the  narrow  window  of  the  current  implementation  period  will  close  to 
soon,  before  the  issues  are  sorted  out. 

With  more  time  employers  can  do  better  design  work.  When  employers  have  more 
time,  solutions  are  more  apt  to  fit  the  future.  Changes  to  financial  statements  will  be 
more  reflective  of  long-term  policies  -  the  substantive  plan.  Which  better  meets  the 
Board's  goal:  financial  statements  appropriately  reflecting  a  firm's  true  retiree  health 
care  expense  and  liability. 

Postponing  full  FAS  106  implementation  benefits  everyone.  We  urge  the  House  Ways 
and  Means  Subcommittee  on  Health  to  use  its  influence  on  Members  of  the  Financial 
Accounting  Standards  Board  to  delay  implementation. 
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STATEMENT  OF  JAMES  D.  STATON,  EXECUTIVE  DIRECTOR, 
AIR  FORCE  SERGEANTS  ASSOCIATION 

Mister  Chairman  and  distinguished  members  of  the  Committee  on  Ways  and 
Means,  thank  you  for  the  opportunity  to  present  our  views  on  behalf  of  the 
167,000  members  of  the  Air  Force  Sergeants  Association  (AFSA) 
regarding  the  Health  Care  Coverage  and  Cost  Containment  Act  and  the 
Medicare  Eligibility  and  Expansion  Act.  Our  members,  active  duty  and 
retired  enlisted  personnel  of  the  U.S.  Air  Force,  Air  National  Guard  and  Air 
Force  Reserve,  have  always  been  concerned  about  their  health  care 
benefits. 

As  the  availability  of  affordable  and  reliable  health  care  decreases  and 
restrictions  on  access  to  care  in  the  Department  of  Defense  (DOD)  Military 
Treatment  Facilities  (MTFs)  increase  —  in  addition  to  a  civilian  health 
care  inflation  rate  much  higher  than  the  Consumer  Price  Index  (CPI)  — 
their  concerns  are  greater  than  ever,  causing  health  care  to  approach  pay 
as  the  top  priortiy  for  our  members.  The  upcoming  reduction  in  force, 
with  its  consequential  closing  of  military  bases  and  MTFs,  serves  to 
further  magnify  our  members'  fears. 

After  attending  your  November  5,  1991,  hearing  on  health  care  and 
reviewing  statements  of  testimony,  we  are  convinced  that  lowering  the 
Medicare  eligibility  age  will  provide  significant  advantages  to 
corporations  and  to  the  majority  of  retirees  in  this  country  who  may  not 
have  the  availability  of  employer-provided  or  individually  obtained  health 
insurance.  However,  we  are  sure  you  will  agree  with  a  couple  of  major 
concerns  regarding  the  establishment  of  a  national  health  care  policy. 
First,  while  you  are  considering  many  ideas  and  proposals  in  attempts  to 
improve  health  care  availability  and  quality  for  the  majority  of 
Americans,  AFSA  is  deeply  concerned  that  you  may  pass  legislation  that 
would  be  detrimental  to  the  well-being  of  a  minority,  such  as  military 
retirees  and  other  veterans. 

For  example,  when  military  retirees  reach  the  age  of  65  and  become 
eligible  for  Medicare,  they  lose  their  Department  of  Defense  medical 
program,  CHAMPUS.  Because  Medicare  is  less  generous  than  CHAMPUS,  this 
is,  of  course,  very  undesirable  for  military  retirees.  Our  concern  with  H.R. 
1444  and  H.R.  3205  is  that,  by  lowering  the  age  of  Medicare  eligibility 
from  65,  military  retirees  and  their  spouses  will  convert  from  CHAMPUS 
to  Medicare  with  reduced  benefits  three  to  five  years  sooner. 

In  many  other  areas,  Congress  has  rightfully  legislated  provisions  to 
protect  all  types  of  minorities  from  being  discriminated  against. 
Similarly,  it  is  just  as  imperative  that  quality  health  care  legislation 
such  as  H.R.  3205  and  H.R.  1444  include  a  provision  that  would  prevent  the 
loss  of  CHAMPUS  prior  to  age  65  for  our  maturing  military  retirees.  AFSA 
strongly  opposes  any  health  care  bill  that  does  not  have  such  a  safeguard 
built  into  it. 

Our  second  point  more  specifically  applies  to  our  members,  those 
individuals  of  the  military  who  have  sacrificed  so  much  while  honorably 
serving  their  nation.  Significant  health  care  problems  for  military 
retirees  result  from  non-compliance  with  the  basic  premise  that  military 
retirees  are  entitled  to  health  care  at  military  facilities  and  VA 
hospitals.  Many  times,  however,  bureaucracy,  unclear  legal  direction  and 
other  priorities  keep  military  retirees  from  having  access  to  the  military 
health  care  system.  In  these  cases,  a  military  retiree's  only  recourse  is 
often  the  more  costly  private  and  public  health  care  system-,  which  must 
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be  paid  out-of-pocket  or  reimbursed  by  the  government.  To  resolve  this 
problem,  AFSA  supports  legislation  that  would: 

•  Clarify  the  law  to  guarantee  care  to  retirees; 

•  Enable  CHAMPUS  and  Medicare  to  reimburse  military  and  VA  health 
care  facilities  directly,  saving  administrative  costs;  and 

•  Allow  military  retirees  to  use  their  Medicare  or  CHAMPUS  benefits 
at  military  or  VA  facilities,  where  costs  are  40  percent  lower  than  at  pri- 
vate or  public  facilities. 

Rep.  Randy  "Duke"  Cunningham  (R-CA)  has  introduced  a  bill,  H.R.  3349,  that 
addresses  our  concerns.  The  bill,  if  passed,  would  ensure  that  military 
retirees  are  no  longer  burdened  with  needless  out-of-pocket  health  care 
costs,  and  taxpayers  will  save  in  overall  reduced  health  care  expenses.  In 
summary,  AFSA  respectfully  urges  each  of  you  to: 

•  Support  a  provision  in  any  health  legislation  you  consider  that  will 
prevent  the  loss  of  CHAMPUS  prior  to  age  65;  and 

•  Co-sponsor  and  strongly  support  H.R.  3349  to  ensure  its  quick 
passage. 

With  your  support  of  these  two  areas  of  concern,  not  only  will  you  prevent 
an  injustice  to  the  military  retirees,  but  you  will  also  create  tremendous 
monetary  savings  for  our  taxpayers  while  providing  improved  health  care 
for  ALL  of  our  citizens. 
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AMERICAN  ACADEMY  OF  ACTUARIES 


November  25,  1991 

The  Honorable  Pete  Stark, 

Chairman 
The  Honorable  Bill  Gradison, 

Ranking  Minority  Member 

Subcommittee  on  Health 
Committee  on  Ways  &  Means 
1114  Longworth  House  Office  Building 
Washington,  DC  20515-6349 

RE:  HR3205 

Dear  Gentlemen: 

We  are  pleased  that  the  actuarial  profession  has  the  opportunity  to  offer  our  skills  and 
experience  to  the  Committee  during  your  deliberations  on  matters  affecting  retiree  health 
care.  Actuaries  have  worked  closely  with  the  accounting  profession  and  with  employers  over 
the  last  few  years  to  determine  the  impact  of  changes  in  accounting,  benefit  design  and 
health  care  delivery. 

BACKGROUND 

The  American  Academy  of  Actuaries  is  a  professional  association  of  over  10,000  actuaries 
in  all  areas  of  specialization  within  the  actuarial  profession.  Our  membership  represents 
actuaries  in  all  fields  of  practice  --  life  and  health  insurance,  property  and  liability  insurance, 
and  pension  and  welfare  plans,  as  well  as  other  emerging  areas. 

The  American  Academy  of  Actuaries  does  not  advocate  public  policy  positions  which  are 
not  actuarial  in  nature.  The  Academy  views  its  role  in  the  government  relations  area  as 
providing  information  and  actuarial  analysis  to  public  policy  decision-makers  so  that  policy 
decisions  can  be  made  with  informed  judgement.  It  is  our  belief  that  the  training  and 
experience  of  Academy  members  provide  for  a  unique  understanding  of  current  practices 
in  health  care  and  health  insurance.  Our  intention  is  to  communicate  that  understanding 
in  ways  that  can  be  of  maximum  assistance. 

In  the  area  of  employee  benefit  plans,  the  Academy's  Committee  on  Health  and  Welfare 
Plans  has  jurisdiction  over  issues  associated  with  health,  life  insurance,  and  disability 
benefits.  Through  this  Committee,  the  Academy  provided  substantial  input  to  the  FASB 
during  its  deliberations  on  the  rules  included  in  Statement  of  Financial  Accounting  Standard 
No.  106  (SFAS  106). 

The  actuary  provides  both  technical  and  business-related  advice  to  employers,  insurers,  and 
regulators  on  retiree  health  issues,  especially  as  those  issues  are  affected  by  SFAS  106.  In 
the  technical  areas,  the  actuary  performs  the  mathematical  projection  of  future  cash  flow 
for  benefit  payments,  as  well  as  calculating  the  present  value  estimate  of  the  benefit 
obligation.  These  estimates  form  the  basis  for  companies  to  record  liability  and  expense  on 
financial  statements. 

Actuaries,  especially,  consulting  actuaries,  are  also  called  on  to  provide  advice  on  retiree 
health  benefit  re-design,  funding  options  (including  likely  tax  aspects),  and  how  health  care 
delivery  systems  (i.e.,  insurers  and  HMOs)  affect  expense.  As  actuaries,  Committee 
members  have  been  on  the  front  lines  with  retiree  health  issues. 
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THE  PROBLEM 

SFAS  106  requires  employers  to  recognize  the  cost  of  future  postretirement  benefits  on  their 
financial  statements.  This  change  in  accounting  practice  frequently  means  a  many-fold 
increase  in  the  annual  cost  of  postretirement  benefit  expense.  An  indirect  by-product  of  this 
change  in  accounting  has  been  a  greater  tendency  for  employers  to  redesign  their  benefit 
programs,  shifting  some  of  this  increased  cost  to  retirees  in  the  form  of  greater  deductibles, 
co-payments,  and  premium  contributions.  In  some  situations,  these  benefit  reductions  can 
threaten  the  financial  security  of  retirees.  Early  retirees  (prior  to  Medicare  eligibility)  are 
the  most  vulnerable,  since  other  insurance  alternatives  are  extremely  limited. 

The  immediate  impact  of  HR3205  would  be  a  direct  reduction  in  recorded  liabilities  for 
postretirement  medical  benefits.  But  beyond  the  financial  statement  impact,  there  are  many 
far-reaching  implications  for  the  expansion  of  Medicare  benefits  to  early  retirees. 

EFFECT  ON  EMPLOYER  SPONSORSHIP 

One  of  the  results  of  the  new  FASB  standard  is  that  companies  are  carefully  evaluating  the 
level  of  commitments  and  the  financial  resources  necessary  to  meet  them.  Changes  to 
retiree  health  care  plans  are  being  implemented  with  increasing  regularity.  However,  total 
elimination  of  these  benefits  is  still  a  relatively  rare  event. 

The  availability  of  government-provided  medical  care  for  retirees  between  the  ages  of  60 
and  64  is  likely  to  relieve  some  of  the  pressure  on  the  current  employee  benefit  system. 
However,  employers  who  previously  provided  no  postretirement  coverage  will  not  now  likely 
do  so.  Government  intervention  will  reduce  the  need  for  employers  to  adopt  a  plan  where 
there  was  none. 

For  those  who  currently  provide  benefits,  the  greater  government  role  would  serve  to  reduce 
the  employer's  outlay  for  retiree  medical  benefits.  Some  of  these  savings  may  find  their  way 
to  retirees'  pockets  in  the  form  of  reduced  cost-shifting.  However,  it  is  unlikely  that 
employers  who  have  already  reduced  benefits  would  restore  benefits  to  previous  levels. 

EFFECT  ON  RETIREMENT  SECURITY 

One  of  the  primary  advantages  of  this  proposal  would  be  to  enhance  benefit  security  for 
many  early  retirees  whether  or  not  their  employers  provide  postretirement  benefits. 
Employees  without  employer-provided  benefits  gain  the  greatest  security.  Early  retirement 
would  now  become  a  possibility. 

We  believe  that  employees  who  currently  have  employer-provided  benefits  will  have  a 
stronger  guarantee  because  of  this  legislation.  No  longer  would  their  pre-65  medical 
coverage  be  entirely  contingent  upon  an  employer's  discretion  or  its  financial  stability.  The 
federal  government  now  becomes  the  main  guarantor.  However,  this  additional  protection 
will  primarily  benefit  tomorrow's,  not  today's,  retirees. 

According  to  one  recent  survey,1  employers  are  increasingly  adopting  specialized 
grandfathering  rules  for  changes  to  their  plans  of  benefits.  In  almost  60  percent  of  the 
cases,  existing  retirees  and/or  those  active  workers  near  retirement  were  protected  from  the 
reduction  in  benefits.  This  is  an  increasingly  popular  trend,  since  for  many  employers  the 
bulk  of  their  liability  rests  with  currently  active,  not  retired  workers.  To  the  extent  that 
older  Americans  are  protected  from  benefit  reductions  by  grandfathering  rules,  HR3205  will 
provide  little  immediate  expansion  of  benefits.  Many  of  the  cuts  in  benefits  now  being 
implemented  by  many  corporations  will  not  have  a  significant  impact  for  another  decade  or 
so. 


1 Postretirement  Nonpension  Benefit  Design:  A  Delicate  Balance;  Buck  Consultants.  March  1991 
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EFFECT  ON  RETIREMENT  INCOME  POLICY 

Over  the  years,  the  issue  of  retirement  income  policy  has  been  discussed  by  Congress  in  a 
variety  of  contexts.  For  the  most  part,  existing  legislation  sends  contrary  signals  to  the 
message  that  would  be  sent  by  a  decrease  in  the  age  for  Medicare  eligibility. 

Current  Medicare  eligibility  is  consistent  with  the  normal  retirement  age  under  ERISA,  age 
65.  Changes  in  the  maximum  pension  benefit  limitations2  made  by  the  Tax  Reform  Act  of 
1986  drastically  reduced  the  maximum  amounts  available  upon  early  retirement,  thus 
discouraging  the  practice.  More  subtle  changes  in  the  rules  for  integration  of  pension 
benefits  with  Social  Security  discourage  significantly  subsidized  early  retirement  benefits. 
The  age  for  unreduced  Social  Security  benefits  will  increase  from  the  current  age  65  to  age 
67  in  the  coming  years.  All  of  these  elements  indicate  a  recent  shift  in  public  policy  towards 
later  retirement  ages. 

The  shift  in  policy  to  encourage  later  retirement  is  consistent  with  long  run  demographic 
projections.  Projections  by  the  Department  of  Labor  and  others  indicate  that  there  may  be 
significant  labor  shortages  developing  in  the  relatively  near  future.  Such  shortages  were 
already  evident  in  some  employment  markets  before  the  start  of  the  recent  recession. 

A  drop  in  the  age  for  Medicare  eligibility  would  encourage  earlier  retirement,  particularly 
for  those  who  do  not  have  employer  subsidized  retiree  medical  coverage  currently  available. 
The  impact  of  the  resulting  change  in  retirement  patterns  would  be  felt  in  a  range  of 
disparate  areas.  The  cost  of  retirement  income  benefits,  such  as  pension  benefits  and  Social 
Security  benefits,  would  be  increased.  There  might  even  be  pressure  to  reduce  the  earliest 
age  for  Social  Security  benefits  in  order  to  keep  some  consistency  between  the  two 
programs. 

The  impact  on  retirement  rates  would  be  magnified  in  this  recessionary  environment. 
Employers  already  are  opening  early  retirement  window  programs  to  induce  higher  paid 
older  workers  to  retire.  These  windows  will  now  be  even  more  attractive  with  the 
government  picking  up  the  medical  costs  that  the  employer  would  have  paid  had  the 
individual  remained  employed. 


Section  415  of  the  Internal  Revenue  Code. 
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EFFECT  ON  HEALTH  CARE  COSTS 

We  believe  that  another  effect  of  HR3205  would  be  to  reduce  total  health  care  costs  for 
early  retirees  (ages  60-64),  since  they  will  be  reimbursed  according  to  Medicare's  fee 
schedules.  The  Prospective  Payment  System  (1983)  appears  to  have  had  some  success  in 
restraining  growth  of  hospital  inpatient  expenditures;  the  Physicians  Payment  Reform  (1990) 
is  intended  to  slow  the  rate  of  growth  in  physician  expenditures. 

However,  to  the  extent  that  providers  feel  their  reimbursement  rates  from  the  now  expanded 
Medicare  population  are  deficient,  this  action  may  fuel  additional  price  increases  for  active 
employees.  This  secondary  effect  of  shifting  medical  costs  to  active  workers  should  not  be 
overlooked. 

Finally,  with  Medicare  covering  the  bulk  of  hospital  and  physician  expenses  for  all  retirees, 
the  largest  single  expense  left  for  employers  would  be  that  of  prescription  drugs.  With  much 
of  the  remaining  FASB  liabilities  generated  from  coverage  of  prescription  drugs,  employer's 
efforts  would  be  even  more  concentrated  in  controlling  the  rate  of  growth  in  these 
expenditures. 

INTERGENERA  TIONAL  TRANSFER 

The  proposal  also  results  in  an  intergenerational  shift  of  resources  with  the  cost  of  financing 
early  retiree  health  care  borne  by  the  active  workforce.  Some  of  our  committee  members 
share  a  concern  that  if  HR3205  increases  the  tendency  towards  early  retirement,  this  could 
aggravate  Medicare's  already  tenuous  financing.  This  proposal  would  swell  the  ranks  of 
Medicare  beneficiaries  while  at  the  same  time  possibly  reducing  the  number  of  active 
workers  contributing  payroll  taxes  to  pay  for  these  benefits.  These  same  effects  would  be 
seen,  but  to  a  lesser  degree,  in  the  financing  of  Social  Security  income  benefits. 

RELATIVE  EFFECT  BETWEEN  EMPLOYERS 

Clearly,  the  benefit  or  cost  savings  from  HR3205  will  fall  very  differently  on  companies 
based  on  their  individual  circumstances.  The  primary  winners  will  be  those  employers  who 
sponsor  pension  and  postretirement  plans  which  contain  libeial  eligibility  rules  (i.e,  low  age 
and/or  service  requirements  for  pension  eligibility)  or  those  who  provide  heavily  subsidized 
early  retirement  reduction  factors  in  their  pension  plans.  These  employers  typically  have 
a  relatively  young  average  age  at  retirement  (age  60  or  below)  and  the  largest  exposure  to 
health  care  costs  for  early  retirees. 

The  cost  burden  of  this  proposal  will  also  have  a  varying  impact  on  employers.  Companies 
with  a  predominantly  lower-paid  workforce  may  be  insulated  from  much  of  the  payroll  tax 
increase.  Similarly,  those  maturing  industries,  where  many,  if  not  most  of  their  plan 
participants  are  already  retired,  will  see  a  relatively  low  incidence  of  payroll  tax  increase.3 


3It  is  important  to  realize  that  the  potential  SFAS  106  cost  savings  would  be  measured  on  a  present  value  basis. 
It  is  not  valid  to  compare  this  calculated  value  with  anticipated  increases  in  payroll  taxes  which  are  typically 
measured  on  a  current,  or  pay-as-you-go,  basis. 
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EFFECT  ON  FINANCIAL  STATEMENTS 


In  assessing  the  impact  of  SFAS  106,  employers  frequently  profile  their  obligations  into 
various  demographic  categories.  A  recent  intercompany  survey  studied  SFAS  106 
obligations  for  early  retirees  versus  the  total  postretirement  obligation.  For  the  majority  of 
plans,  pre-Medicare  coverage  represented  20-40  percent  of  the  total  SFAS  106  liability  with 
a  median  of  approximately  30  percent. 

Distribution  of  Pre-65  APBO* 


Pre-65  APBO  as  a  Percentage  of  Total  APBO 


•Accumulated  Postretirement  Benefit  Obligation  as  defined  in  SFAS  106. 


HR3205  will  have  the  effect  of  reducing,  but  not  eliminating,  this  obligation  for  early 
retirees.  Employer  cost  for  early  retirees  below  age  60  will  be  unaffected.  Employer  cost 
for  early  retirees  age  60-64  will  now  be  reduced  by  60-70  percent  when  coordinated  with 
Medicare  on  a  secondary  basis.  The  net  effect  would  be  to  reduce  the  typical  employer's 
total  postretirement  medical  obligation  by  10-15  percent  depending  on  a  group's 
demographics,  actuarial  assumptions,  and  specific  plan  design.4  Appendix  1  shows  actual 
examples  of  two  such  plans.  It  is  important  to  realize  that  these  calculations  anticipate  no 
change  in  retirement  patterns.  If,  in  fact,  HR3205  actually  increases  the  tendency  for  early 
retirement,  the  projected  savings  would  be  even  less. 

Many  may  be  surprised  that  the  financial  impact  of  this  proposal  would  not  generate  a 
larger  reduction  in  SFAS  106  liabilities.5  It  must  be  kept  in  mind  that  with  increasing  life 
expectancies,  the  years  from  60-64  represent  only  a  small  portion  of  the  expected 
postretirement  life  span.  In  fact,  most  employers  saw  a  similar,  if  not  greater,  SFAS  106 
reduction  from  the  now  repealed  Medicare  Catastrophic  Coverage  Act  of  1988.  While  the 
enhanced  benefits  from  this  legislation  were  not  as  expansive  as  HR3205,  they  applied  to 
a  greater  number  of  beneficiaries  and  for  a  longer  period  of  time. 


CONCLUSION 


It  is  clear  that  HR3205  will  reduce  employers'  total  SFAS  106  obligation  with  certain 
employers  seeing  a  much  greater  reduction  than  others. 


iClearty,  the  relative  effect  will  be  much  greater  for  those  employers  that  provide  only  pre-65  coverage  but  these  are  in  the  small  minority  (9% 
according  to  Postretirement  Nonpension  Benefit  Design:  A  Delicate  Balance;  Buck  Consultants.  March  1991. 

sThe  methodology  of  the  recent  CAO  estimates  would  not  appear  to  be  in  compliance  with  SFAS  106  or  generally  accepted  actuarial 
principles. 
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What  is  also  clear  is  that  such  a  proposal  can  have  far-reaching  re-distributive  effects 
between  industries,  generations,  and  individual  employers.  Deciding  whether  this 
reallocation  of  resources  achieves  public  policy  goals  is  no  simple  exercise,  and  it  requires 
actuarial  and  policy  research  assistance. 

The  American  Academy  of  Actuaries  and  this  Committee  offer  our  input  to  help  in  this 
analysis.  Please  call  John  Bertko  at  (415)  957-3132  or  Steven  Ferruggia,  Chairman  of  the 
Retiree  Health  Care  Task  Force  at  (201)  902-2970  if  we  can  be  of  assistance. 


Chair 

Committee  on  Health  and  Welfare  Plans 
American  Academy  of  Actuaries 


cc:      Gary  Hendricks 
Bob  Dobson 


Sincerely, 
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IMPACT  OF  HR3205  ON 
SFAS  106  LIABILITIES  AND  EXPENSE 


Example  #1:  Semi-mature  company  in  the  service  sector  with  lifetime  postretirement 
benefits.  Active  employees  are  expected  to  retire  anywhere  from  age  55  to  70  with  an 
average  age  at  retirement  of  62. 


Number  of 
Participants 


January  1,  1991  Liability* 


Before 
HR3205 


After 
HR3205 


Net 
Savings 


Retirees 

Actives 

Total 


1,000 
5.000 
6,000 


$18.51 
$32.62 
$51.13 


$16.68 
$28.10 
$44.78 


9.9% 
13.8% 
12.4% 


Annual 
Expense** 


$9.85 


$8.54  13.3% 


Pay-as-you-go 
cost 


$0.94         $0.55  41.4% 


Example  #2:  Very  mature  industrial  company,  with  lifetime  postretirement  benefits. 
Active  employees  can  retire  at  any  age  with  30  years  of  service,  and  have  an  average 
retirement  age  of  60. 


January  1,  1991  Liability* 

Number  of 

Before 

After 

Net 

Participants 

HR3205 

HR3205 

Savings 

Retirees 

10,000 

$221.04 

$187.25 

15.3% 

Actives 

5.000 

178.78 

132.11 

26.1% 

Total 

15,000 

$399.82 

$319.36 

20.1% 

Annual 

$  58.65 

$  46.69 

20.4% 

Expense** 

Pay-as-you-go 

$  15.89 

$  8.26 

48.0% 

cost 


*  Accumulated  Postretirement  Benefit  obligation  as  of  January  1,  1991 


**  Net  Period  Postretirement  Benefit  Cost  for  1991  assuming  adoption  of  SFAS  106  in  1991  with  the 
transition  obligation  amortized  over  20  years 
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STATEMENT  SUBMITTED 
BY 

CX)NSOLIDATED  EDISON  COMPANY  OF  NEW  YORK,  INC. 
BEFORE  THE 

HOUSE  WAYS  AND  MEANS  SUBCOMMITTEE  ON  HEALTH 
UNITED  STATES  HOUSE  OF  REPRESENTATIVES 


Mr.  Chairman  and  Members  of  the  Subcommittee: 

This  written  statement  is  presented  to  the  House  Ways  and  Means 
Subcommittee  on  Health  by  Consolidated  Edison  Company  of  New  York, 
Inc.   (Con  Edison)  for  your  consideration  with  regard  to  the  pre  funding 
of  post  retirement  health  benefits  under  section  401 (h)  of  the  Internal 
Revenue  Code. 

Since  1986,  Con  Edison  has  maintained  a  Company  subsidized  retiree 
health  plan  for  former  employees  and  their  dependents  covering  hospital/ 
medical  charges,  vision  care  expenses  and  prescription  drug  costs.  At 
the  inception  of  the  plan,  the  Company  decided  that  "pay  as  you  go" 
expense  recognition  and  funding  for  the  plan  would  understate  its  true 
long  term  costs.    Accordingly,  the  Company  established  an  expense  policy 
which  recognizes  the  benefits  accruing  for  currently  active  employees, 
as  well  as,  those  already  retired.    Until  1989,  the  Company  was  able  to 
fully  fund  this  expense  on  a  tax  deductible  basis  through  section  401(h) 
accounts  within  its  qualified  pension  plan. 

However,  changes  in  the  tax  law  (brought  about  by  Congress'  concern 
over  the  deficit)  have  served  to  severely  limit  or  eliminate  the  amounts 
which  could  be  contributed  to  section  401  (h)  accounts  which  are  determined 
by  reference  to  the  amounts  a  company  can  contribute  to  its  pension  plan. 
Fully  funded  pension  plans,  in  effect,  can  contribute  nothing  to  post 
retirement  health  benefits.    In  Con  Edison's  case  for  1989  and  1990, 
the  Company  has  been  unable  to  fully  fund  its  retiree  health  expenses 
for  union  employees. 

Various  alternatives  have  been  proposed  in  an  attempt  to  provide 
for  adequate  pre- funding  of  post  retirement  health  expenses  e.g.  "pay  as 
you  go";  voluntary  employee  benefit  associations  (VEBAs)  and  Veba's 
financed  with  insurance  products.    All  of  these  alternatives  are  lacking 
in  the  critical  ability  to  pre- fund  these  expenses  as  efficiently  and 
completely  as  a  section  401  (h)  plan  before  the  changes  referred  to 
above. 

The  entire  success  of  the  private  retirement  system  in  the  United 
States  has  been  due  to  a  far  sighted  Congressional  policy  which  has 
allowed  employers  to  contribute  on  a  tax  deductible  basis  to  employee 
retirement  plans  and  to  allow  those  contributions  to  accumulate  tax 
deferred  until  distribution.    Far  from  being  a  drain  on  the  federal 
budget,  the  system  has  provided  support  to  whole  classes  of  employees 
who  would  be  on  the  welfare  rolls  if  their  only  means  of  support  were 
social  security  payments. 

Con  Edison  has  urged  the  adoption  of  a  legislative  amendment  to 
section  401  (h)   (a  copy  of  which  is  attached)  which  would  enable  companies 
with  fully  funded  pension  plans  to  continue  to  pre fund  401(h)  benefits 
on  an  actuarially  sound  basis. 

The  legislative  proposal  recognizes  the  success  of  the  tax  favored 
contribution  policy  which  allows  prefunding  in  the  most  tax  efficient 
manner  now  available  and  will,  it  is  believed,  alleviate  many  of  the 
health  care  coverage  concerns  that  Congress  has  recently  discussed. 
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POST-RETIREMENT  HEALTH  BENEFITS 
LEGISLATIVE  PROPOSAL 

Introduction: 

Present  law  severely  limits  the  ability  of  employers  to  prefund 
retiree  health  benefits  on  a  tax- favored  basis,  particularly  for 
employers  with  well- funded  plans.    The  following  Memorandum  in  Support 
and  proposed  legislative  language  eliminates  a  strict  interpretation  of 
the  subordination  test  imposed  by  section  401(h)  and  provides  a 
subordination  test  methodology  which  is  more  consistent  with  the 
original  intent  of  Congress.    In  this  manner,  contributions  to  provide 
funding  for  this  great  social  need  can  be  made  in  an  actuarially  sound 
and  businesslike  manner. 

MEMORANDUM  IN  SUPPORT 

Under  section  401 (h)  a  qualified  pension  or  annuity  plan  may  provide 
for  the  payment  of  medical  benefits  described  in  section  401  (h)  but  only 
to  retired  employees,  their  spouses  or  their  dependents.    Section  401(h) 
and  Treas.  Reg.  section  1.401-14 (c)  require,  that  the  medical  benefits 
be  subordinate  to  the  retirement  benefits  provided  under  the  plan.  The 
regulation  states  that  medical  benefits  will  be  considered  to  be  subordinate 
to  the  retirement  benefits  "if  at  all  times  the  aggregate  of  contributions 
(made  after  the  date  cn  which  the  plan  first  includes  such  medical  benefits) 
to  provide  such  medical  benefits  and  any  life  insurance  protection  does 
not  exceed  25  percent  of  the  aggregate  contributions  (made  after  such 
date)  other  than  contributions  to  fund  past  service  credits."  Treas. 
Reg.  section  1.401-14 (c) (1) (i) . 

In  the  case  of  many  qualified  pension  plans,  the  aggregate  of 
contributions  for  the  401(h)  benefits  would  exceed  25%  of  the 
contributions  for  the  retirement  portion  of  the  plan  primarily  because 
the  plans  in  question  are  at  or  near  fully  funded  status.  Therefore, 
the  employer's  contribution  to  fund  retirement  benefits  would  be  minimal 
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in  the  years  following  the  adoption  of  the  section  401(h)  arrangement. 
Under  a  strict  interpretation  of  this  provision,  a  pension  plan  which 
was  at  or  close  to  fully  funded  status  would  be  severely  limited  in  the 
amounts  it  could  contribute  to  the  medical  portion  of  its  retirement 
plan  because  the  aggregate  contributions  to  the  pension  plan  for  purpose 
of  the  subordination  test,  are  measured  from  the  date  on  which  the 
pension  plan  adopts  the  medical  benefit  plan  for  retirees. 


Several  companies  with  pension  plans  close  to  fully  funded  status 
sought  technical  advice  from  the  Service  as  to  the  correct  interpretation 
of  the  subordination  test.    The  Service,    in  a  series  of  private  letter 
rulings,  held  that  the  25%  test  should  be  measured  by  reference  to  the 
aggregate  "cost"  of  the  401(h)  benefits  plus  the  "cost"  of  any  life 
insurance  protection.    The  aggregate  cost  of  pension  benefits  was  to  be 
determined  under  the  projected  unit  credit  funding  method  used  for 
purposes  of  section  412. 


General  Counsel  Memorandum  39785  issued  March  24,  1989  reiterated 

the  same  concept  and  stated: 

"We  do  not  believe  that  the  intent  of  section  401 (h)  was  to  limit 
the  ability  of  fully  funded  pension  plans  to  provide  post-retirement 
benefits  through  401 (h)  accounts  while  permitting  these  arrangements  in 
the  case  of  inadequately  funded  plans.    The  statute  and  legislative 
history  provide  no  basis  for  making  such  distinctions  among  pension 
plans  on  the  basis  of  funding  adequacy.    We,  therefore,  agree  with 
your  recommendation  in  the  present  case  that  an  alternative  measure  of 
the  subordination  of  the  401(h)  benefits  may  be  appropriate.  Treas. 
Reg.  Section  1.401-14 (c) (1) (i)  provides  that  401(h)  benefits  provided  by 
a  plan  will  be  considered  to  be  subordinate  to  pension  benefits  if  the 
aggregate  contributions  to  fund  the  401  (h)  benefits  (made  after  the  plan 
year  of  adoption  of  the  401 (h)  account)  and  any  life  insurance 
protection  provided  under  the  plan  do  not  exceed  25%  of  the  aggregate 
contributions  made  to  the  pension  plan  after  such  time  (excluding 
contributions  to  fund  past  service  liability) .    In  the  present  case,  we 
believe  that  the  substitution  of  "cost"  for  "contributions"  in  the  test 
of  Treas.  Reg.  section  1.401-14 (c) (i)  will  permit  an  accurate 
determination  of  the  degree  of  subordination  of  the  401(h)  benefits  as 
compared  to  the  pension  benefits  provided  by  the  plan." 
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Despite  the  private  letter  rulings  and  the  General  Counsel 
Menorandum,  Congress ,  under  the  Omnibus  Reconciliation  Budget  Act  of 
1989/  amended  section  401(h)  to  limit  the  25%  subordination  tests  to 
"actual"  contributions  and  by  this  has  severely  limited  the  ability  of 
many  pension  plans  to  make  any  contributions  for  post-retirement  health 
benefits. 

This  legislative  proposal  is  designed  to  eliminate  the  strict 
"actual"  interpretation  of  the  subordination  test  and  to  substitute  a 
"normal  cost"  criteria  which  is  a  more  realistic  comparison  of  medical 
benefits  to  retirement  benefits  and  consistent  with  the  original  intent 
of  Congress  to  insure  that  deductible  contributions  to  pension  plans 
for  non-retirement  benefits  should  be  limited  or  subordinate  to  retire- 
ment benefits. 

PROPOSED  LEGISLATIVE  LANGUAGE 

Limitation  on  Contributions  to  Section  401(h)  Accounts. 

Section  401 (h)  is  amended  by  deleting  the  sentence  at  the  end 
thereof  and  adding  the  following  new  sentence.    "The  requirements  of 
paragraph  (1)  are  met  if  the  aggregate  contributions  for  medical 
benefits,  when  added  to  the  contributions  for  life  insurance  protection 
under  the  plan,  do  not  exceed  25  percent  of  the  total  costs  to  the  plan 
(other  than  contributions  to  fund  past  service  credits)  after  the  date 
on  which  the  account  is  established.    "Total  costs"  shall  be  "normal 
costs"  as  determined  under  the  projected  unit  credit  method  under 
section  412. 


JFMrme 
9/06/91 
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National  Coordinating  Committee  for 
Multiemployer  Plans 

SUITE  603  .  815  SIXTEENTH  STREET,  N.W,  WASHINGTON,  O.C.  20006  .  (202)  347-1461 

TESTIMONY  OF 
THE  NATIONAL  COORDINATING  COMMITTEE 
FOR  MULTIEMPLOYER  PLANS 

BEFORE  THE  HOUSE  WAYS  &  MEANS  COMMITTEE 
SUBCOMMITTEE  ON  HEALTH 

ON  RETIREE  HEALTH  BENEFITS 

November  5,  1991 


The  National  Coordinating  Committee  for 
Multiemployer  Plans1  ("NCCMP")  shares  the  concern  that 
skyrocketing  costs  challenge  our  ability  to  provide 
health  benefits  for  retired  and  retiring  American 
workers.     The  NCCMP  has  developed  a  proposal  to  help 
address  this  problem  in  multiemployer  plans. 

In  general,  this  proposal  would  allow 
multiemployer  pension  plan  trustees  to  direct  to  a 
related  multiemployer  retiree  health  benefit  plan  or  to 
a  401(h)  account  within  the  pension  plan  all  or  part  of 
current  contributions,  to  the  extent  that  such 
contributions  exceed  the  minimum  funding  requirements  of 
ERISA  and  the  Code  ("permissible  amount"). 

For  example,  consider  a  hypothetical  plan  having 
the  following  attributes: 

1.  Present  value  of  total  benefits  equals  $500 
million. 

2.  Assets  are  valued  at  $400  million. 

3 .  Funding  standard  account  credit  balance 
equals  $100  million  (i.e.,  contributions  have 
exceeded  minimum  funding  by  $100  million) . 

4.  Current  contributions  equal  $40  million  per 
year. 

The  amount  that  could  be  transferred  for  the  current 
year  under  this  proposal  is  $40  million. 

In  the  single  employer  plan  context,   it  is 
generally  already  possible  to  achieve  this  result.  An 
employer  maintaining  a  health  plan  that  needs  money  may 
simply  reduce  the  contributions  it  would  otherwise  make 
to  its  pension  plan,  provided  that  minimum  funding 
requirements  are  satisfied,  and,  instead,  direct  such 
contributions  to  the  health  plan.     (A  25  percent  of 
contributions  limit  currently  applies  to  401(h) 
accounts. ) 

Theoretically,  this  would  also  be  possible,  as  a 
legal  matter,  in  the  multiemployer  plan  context.    As  a 
practical  matter,  however,  the  dynamics  of  the 
bargaining  process  and  the  fact  that  bargaining 


1    The  NCCMP  is  a  nonprofit,  tax-exempt  organization 
established  after  Congress  enacted  ERISA  in  1974.  It 
consists  of  representatives  of  more  than  190  pension  and 
welfare  plans,  or  their  sponsors,  and  represents  the 
interests  of  approximately  nine  million  persons.  On 
behalf  of  its  affiliated  plans,  and  the  approximately 
nine  million  participants  and  beneficiaries  of 
multiemployer  plans  generally,  the  NCCMP  is  entirely 
engaged  in  monitoring  the  development  —  legislative, 
administrative,  and  judicial  —  of  the  laws  relating  to 
the  structuring  and  administration  of  multiemployer 
pension  and  welfare  plans. 
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agreements  run  for  a  number  of  years,  typically  three, 
five,  or  more,  make  it  impossible  in  many  instances  to 
direct  pension  plan  contributions  to  retiree  health 
benefit  plans.     In  addition,  because  bargaining 
agreements  under  a  plan  are  typically  renegotiated  with 
different  employers  at  different  times,   it  may  be 
impossible  to  direct  an  adequate  amount  of  funds  to  a 
retiree  health  benefit  plan  at  any  given  time.  The 
proposal  described  above  simply  provides  a  workable 
mechanism  for  accomplishing  the  result  that  is  already 
available  theoretically  to  multiemployer  plans,  and  in 
fact  available  to  single  employer  plans,  under  current 
law. 

We  suggest  the  following  legislative  change  to 
implement  this  proposal: 

Language  to  Implement  NCCMP  Proposal 
to  Permit  Excess  Contributions 
to  Pension  Plans  to  Be  Used  for  Essential 
 Retiree  Health  Benefits  


I .     Internal  Revenue  Code  Provisions 

Code  Section  401 (p): 

(p)     Transfers  of  contributions  to 

Section  401(h)   accounts  or  related 
retiree  medical  benefit  plans  — 

(1)  In  general  —  Amounts  contributed  to  a 
multiemployer  pension  plan  shall  be  treated  for  all 
purposes  of  this  title  as  if  they  had  been  contributed 
directly  by  the  contributing  employers,  pursuant  to  the 
designation  of  such  employers,  to  a  related  retiree 
medical  benefit  plan  if  — 

(A)  the  trustees  of  the  multiemployer 
pension  plan  elect  to  transfer  such  amounts  to  such 
related  retiree  medical  benefit  plan; 

(B)  such  transfer  is  effected  within  one 
year  after  the  close  of  the  transfer  year; 

(C)  the  amount  transferred  does  not  exceed 
the  permissible  amount; 

(D)  amounts  transferred  in  accordance  with 
this  subsection  are  used  exclusively  to  provide  health 
benefits  for  individuals  (and  their  beneficiaries)  who 
have  begun  receiving  benefits  under  the  related  pension 
plan. 

(2)  Definitions  —  For  purposes  of  this 
subsection  — 

(A)  Permissible  Amount  —  "Permissible 
amount"  means  the  excess  of  the  amount  of  contributions 
made  to  the  pension  plan  for  the  transfer  year,  over  the 
amount  of  contributions  required  to  avoid  a  funding 
deficiency  for  the  transfer  year  under  section  412. 

(B)  Retiree  Medical  Benefit  Plan  —  A 
"retiree  medical  benefit  plan"  is  either  — 

(i)     a  trust  described  by 
section  501(c)(9)  at  least  a  portion  of  the  benefits  of 
which  are  provided  with  respect  to  retired  participants, 
or 


(ii)     a  section  401(h)  account. 
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(C)  Related  —  A  retiree  medical  benefit 
plan  is  "related"  to  a  pension  plan  if  at  least  75 
percent  of  those  it  covers  are  persons  who  have  begun 
receiving  benefits  under  the  pension  plan  or  are 
beneficiaries  of  such  persons. 

(D)  Multiemployer  Plan  —  The  term 
"multiemployer  plan"  has  the  meaning  given  such  term  by 
section  414 (f ) . 

(E)  Transfer  Year  —  The  term  "transfer 
year"  means  the  plan  year  for  which  the  transferred 
contributions  were  made  to  the  multiemployer  pension 
plan. 


II.     ERISA  Title  r.  Provision 
ERISA  Section  4. 

Act  Sec.  4. (a)  Amounts  contributed  to  a 
multiemployer  pension  plan  shall  be  treated  for  all 
purposes  as  if  they  had  been  contributed  directly  by  the 
contributing  employers,  pursuant  to  the  designation  of 
such  employers,  to  a  related  retiree  medical  benefit 
plan  if  — 

(1)  the  trustees  of  the  multiemployer  pension 
plan  elect  to  transfer  such  amounts  to  such  related 
retiree  medical  benefit  plan; 

(2)  such  transfer  is  effected  within  one  year 
after  the  close  of  the  transfer  year;  and 

(3)  the  amount  transferred  does  not  exceed  the 
permissible  amount;  and 

(4)  amounts  transferred  in  accordance  with  this 
section  are  used  exclusively  to  provide  health  benefits 
for  individuals  (and  their  beneficiaries)  who  have  begun 
receiving  benefits  under  the  related  pension  plan. 

Act  Sec.  4.(b)  For  purposes  of  this  subsection  — 

(1)  "Permissible  amount"  means  the  excess  of  the 
amount  of  contributions  made  to  the  pension  plan  for  the 
transfer  year  over  the  amount  of  contributions  required 
to  avoid  a  funding  deficiency  for  the  transfer  year 
under  section  412. 

(2)  A  "retiree  medical  benefit  plan"  is 
either  — 

(A)  a  trust  described  by  section  501(c)(9) 
at  least  a  portion  of  the  benefits  of  which  are  provided 
with  respect  to  retired  participants,  or 

(B)  an  Internal  Revenue  Code  section  401(h) 

account. 

(3)  A  retiree  medical  benefit  plan  is  "related" 
to  a  pension  plan  if  at  least  75  percent  of  those _ it 
covers  are  persons  who  have  begun  receiving  benefits 
under  the  pension  plan  or  are  beneficiaries  of  such 
persons . 

(4)  The  term  "multiemployer  plan"  has  the 
meaning  given  such  term  by  Section  3(37) . 

(5)  The  term  "transfer  year"  means  the  plan  year 
for  which  the  transferred  contributions  were  made  to  the 
multiemployer  pension  plan. 
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NATIONAL  EMPLOYEE  BENEFITS  INSTITUTE 

WRITTEN  COMMENTS  ON  THE  FASB  106  POST 
RETIREMENT  BENEFITS  ACCOUNTING  STANDARD 
AND  LEGISLATIVE  PROPOSAL  H.R.  3205, 
WHICH  WOULD  REDUCE  THE  MEDICARE  ELIGIBILITY  AGE 


INTRODUCTION 

The  National  Employee  Benefits  Institute  ( "NEBI " )  is 
an  organization  composed  of  Fortune  1000  companies. 
NEBI  members  have  a  great  interest  in  the  proposed 
legislation  to  reduce  the  Medicare  eligibility  age  • 
because  of  the  impact  of  such  an  action  on  members' 
retiree  health  care  costs  and  the  accounting  for  such 
costs.     NEBI  recognizes  the  difficulty  in  proposing 
legislation  to  reduce  the  Medicare  eligibility  age 
because  of  concerns  regarding  increased  Medicare 
cost.     NEBI  commends  the  House  Committee  on  Ways  and 
Means,  Subcommittee  on  Health  for  permitting 
organizations/  such  as  NEBI,  to  submit  comments 
regarding  the  FASB  106  statement  and  the  reduction  of 
the  Medicare  eligibility  age. 

The  following  are  NEBI ' s  written  comments  regarding 
the  FASB  106  statement  and  legislative  proposal  H.R. 
3205. 

FINANCIAL  ACCOUNTING  STANDARDS  BOARD  STATEMENT  NO.  106. 

A.       Statement  Requirements.     Generally,  FASB 

statement  no.   106  requires  employers  to  accrue 
the  cost  of  retiree  health  benefits  and  other 
post-retirement  benefits  provided  to  current  and 
future  retirees  and  their  dependents.  Employers 
are  required  to  accrue  the  benefits  as  an  expense 
against  earnings  from  the  date  the  employee  is 
hired  until  the  employee  is  first  eligible  for 
benefits.     The  FASB  statement  is  effective  for 
fiscal  years  beginning  after  December  15,  1992. 
For  certain  non-U. S.  and,  nonpublic  plans  (plans 
with  fewer  than  500  participants  in  all  post 
retirement  plans  other  than  pensions),  the 
statement  is  effective  for  fiscal  years  beginning 
after  December  15,  1994.     After  the  statement 
becomes  effective,  employers  will  have  the  choice 
of  whether  to  recognize  current  retiree 
obligations  immediately  or  over  a  20  year 
period. 
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B.  Purpose .     The  primary  purpose  of  the  FASB 
statement  is  to  require  companies  to  recognize  in 
their  current  financial  statements  retiree  health 
care  coverage  costs.     FASB  recognized  that  many 
companies  had  promised  employees  significant 
retirement  health  benefits,  but  that  the 
companies  were  not  recognizing  a  current 
liability  for  the  promised  benefits. 

C.  Impact .     Companies  will  now  be  required  to 
recognize  a  current  liability  in  their  financial 
accounting  statements  for  retiree  health 
benefits.     Many  employers  were  using  a  Mpay  as 
you  goM  method  of  accounting  for  retiree  health 
benefits.     The  pay  as  you  go  method  will  no 
longer  be  acceptable  and  employers  will  now  have 
to  disclose  their  expected  retiree  health  coses. 
This  will  cause  many  employers  to  examine  the 
benefits  offered  to  their  retirees.  After 
examining  the  benefits  offered  employers  may  do 
any  one  of  the  following  (among  others): 

(1)  Employers  may  decide  to  eliminate  retiree 
health  benefits; 

(2)  Employers  may  decide  to  increase  the 
retiree's  cost  by  increasing  deductibles  and 
co-payments ; 

(3)  Employers  may  require  retirees  to  pay  a 
certain  percentage  of  the  costs  of  the 
health  benefits; 

(4)  Employers  may  reduce  benefits; 

(5)  Employers  may  cap  the  amount  of  retiree 
benefits;  or 

(6)  Employers  may  continue  benefits  without 
change. 

Some  employers  are  trying  to  find  ways  to  prefund 
the  benefits  and  receive  a  tax  advantage. 
Currently/  there  are  no  easy  approaches  to 
prefunding  retiree  health  benefits.  Employers 
will  have  to  examine  the  existing  vehicles  to 
determine  whether  they  are  beneficial. 
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II.  HEALTH  CARE  REFORM  PROPOSAL. 

A.  Proposed  Legislation.     Proposal  H.R.  3205  would 
gradually  reduce  the  age  at  which  people  qualify 
for  Medicare.     The  age  would  be  reduced  over 
five  years  from  age  65  to  age  60. 

B.  Purpose.     The  purpose  of  the  proposed  legislation 
to  reduce  the  Medicare  eligibility  age  is  to 
provide  significant  new  benefits  to  many  early 
retirees  and  relieve  many  employers  of  a  growing 
portion  of  their  retiree  health  care  liability. 

C.  Impact .     If  the  Medicare  age  is  lowered  from  65 
to  60,   retiree  health  care  costs  from  employer 
plans  would  be  reduced  because  Medicare  will 
cover  the  majority  of  most  employers*  retirees. 
The  expanded  Medicare  coverage  will  be  paid  for 
by  increased  payroll  taxes.     Employers  with  high 
retiree  health  commitments  may  be  helped  by  the 
proposal  because  the  higher  payroll  taxes  will  be 
offset  by  the  lower  retiree  direct  costs. 

However,  this  proposal  could  also  increase  an 
employer's  overall  costs.     Employers  with  few 
retiree  commitments  or  no  retiree  commitments 
will  be  harmed  by  the  proposal  because  there  will 
be  no  offset  for  their  higher  payroll  costs. 
Also,  employers  will  fund  medical  coverage  for 
individuals  age  60  and  older  who  currently  do  not 
have  any  health  coverage.     As  to  these 
individuals,   it  is  not  simply  a  matter  of 
shifting  retirees  from  private  plans  to  Medicare 
but  it  is  a  matter  of  adding  individuals  to  the 
system  and  funding  health  benefits  for  them. 
Furthermore,  this  proposal  may  increase 
employers'  costs  if  hospitals  and  providers  shift 
costs  not  covered  by  Medicare  to  employers'  plans 
that  cover  active  employees. 

III.  INTERACTION  BETWEEN  FASB  STATEMENT  NO.    106  AND  THE 

LEGISLATIVE  PROPOSAL. 

A.      Statement  and  Proposal.     FASB  requires  employers 
to  accrue  the  costs  of  promised  retiree  health 
benefits.    The  legislative  proposal,  if  enacted, 
would  reduce  the  Medicare  eligibility  age  from  65 
to  60. 
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B.  Impact .     Obviously,  if  the  Medicare  age  is 
lowered,  the  actual  liability  an  employer 
willhave  to  recognize  in  its  financial  statements 
for  retirees  will  be  less.     However,  the  overall 
impact  of  the  reduction  of  the  Medicare 
eligibility  age  is  uncertain  and  will  vary  from 
employer  to  employer. 

C.  Discussion .     The  expanded  Medicare  coverage  will 
have  to  be  funded  by  some  means.     At  present,  the 
proposal  indicates  the  expanded  Medicare  coverage 
will  be  funded  by  additional  payroll  taxes. 
Although,  expanding  Medicare  coverage  is  an 
appealing  idea,  the  idea  raises  many  concerns. 
Following  are  some  of  the  concerns: 

•  Employees  in  the  Workforce.     Lowering  the 
Medicare  eligibility  age  may  unduly 
encourage  more  workers  to  retire  early. 
Congress  has  passed  laws,  such  as  the  age 
discrimination  laws,  to  encourage  older 
individuals  to  remain  in  the  active 
workforce.     In  addition,  the  age  at  which 
full  Social  Security  old  age  benefits  begins 
is  scheduled  to  increase  beyond  age  65. 
This  also  appears  to  encourage  older 
employees  to  remain  active  employees.  The 
Medicare  age  proposal  should  be  examined  in 
conjunction  with  Congress'   apparent  intent 
to  encourage  older,  experienced  workers  to" 
remain  in  the  workforce. 

•  Overall  Health  Care  Reform  Objective.  The 
expansion  of  the  Medicare  program  should  be 
examined  in  conjunction  with  other  Congres- 
sional health  care  reform  ideas.  This  will 
provide  employers  and  employees  with  a  more 
complete  picture  of  the  expected  costs 
involved  and  the  objectives  of  the  program. 

•  Funding  the  Expanded  Medicare  Program.  The 
proposal  states  that  initially  the  expanded 
program  will  be  funded  by  additional  payroll 
taxes.     However,  the  extent  to  which  the 
increase  in  the  payroll  taxes  will  be 
sufficient  to  fund  the  expanded  Medicare  is 
difficult  to  determine  because,  among  other 
reasons,  Medicare  will  then  cover  a  signifi- 
cant group  of  individuals  not  currently 
covered  by  any  health  insurance  program. 
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In  addition,  employers  with  few  or  no 
retirees  will  be  required  to  subsidize  a 
program  that  provides  them  with  no  direct 
benefits . 

•  Possible  Cost-Shifting  From  the  Medicare 
Program  to  Active  Employee  Plans.  Hospitals 
and  providers  who  provide  services  to 
individuals  covered  by  Medicare  are  subject 
to  the  price  limits  imposed  under  the 
Medicare  program.     Hospitals  and  providers 
may  attempt  to  recover  income  lost  because 
of  the  Medicare  price  limits  by  charging 
employer  plans  that  cover  active  employees 
higher  costs. 

•  The  Start  of  Increased  Employer 
Responsibility  for  Health  Care  Costs. 
Employers  are  concerned  that  an  increase  in 
payroll  taxes  to  fund  the  expansion  of 
Medicare  is  the  first  step  in  a  process  that 
will  continue  to  increase  employer  cost  for 
medical  benefits  by  expanding  the  group 
covered  by  Medicare. 

NEBI  suggests  that  Congress,  NEBI,  other 
organizations  and  all  employers  continue  to  study 
the  impact  of  the  reduction  in  the  Medicare 
eligibility  age  as  part  of  an  overall  health  care 
program. 
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195  S.  WESTMONTE  DR.  SUITES  H,  I,  J 
ALTAMONTE  SPS.  FL.  32714    (407)  862-8834 

WM  P.  WEBB  H,  B.S.  D.C.,  Director 


Robert  J  Leonard,  Chief  Counsel 
Committee  On  Ways  &  Means 
U.S.  House  of  Representatives 
1102  Longworth  Building 
Washington  D.C.  20515 


Oct.   24,  1991 


Dear  Counsel: 


Please  consider  including  the  self  employed  in  the  Medicare 
Retiree  Health  Benefits  to  be  heared  in  discussion  before 
the  Subcommettee  on  Health,  Committee  on  Ways  &  Means,  U.S. 
House  of  Representatives  on  Nov.   5,   91.  The  hearings  will 
encompass  early  retirement  benefits  relating  to  health  care 
inclusion  in  Medicare. 


Thanking  you  in  advnace  for    pur  consideration. 


Sincerely,/-)        n    r  / 


Wm.  P.  Webb  II,  B.S. D.C. 
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